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PREFACE 


I regard a* preface the privileged portion of a 
jooh wherein the author can unquestioningly use 
pronouns of the First iPerson and explain himself in 
relation to his work. . I make its use '’or this purpose. 

, The present book, originally conceivedjas Science 
of Economics three years back, has come out now as 
Inlroduclian la Economics. Its elementary nature 
accounts forjits rechristening. These three yearal have 
largely devoted to repealed revisions, adaptions, 
eliminations, and retouching of the manuscripts; and 
the ^present form the book, I confess, affords a} 
certain measure of satis.^acfion to me. 

One who attempts to write an| elementary book 
on Economics in the present time certainly assumes 
an onerous duty. For the l^vm tendencies of the 
graduaf)passing away of the Marshallian sway and the 
impact of diverse and varying economic principles 
and theories, have created alfog which it is not easy 
to look through. As Professor A. C. Pigou very aptly 
remarked last year' "The situation to-day has nothing 
m the least resembling the Marshallian rule. There 
are, indeed, writers with enthusiastic disciples: but 
they have no less enthusiastic critics. While Marshall 
was a centre of unity, of acquiescence, of quiescence, 
hey are rather centres of disturbance. To the novice 
ms IS a sore trial; he is plunged into controversy on 
iindamental matters too early: before he has 
arnt to swim, he is tossed to a turbuiant sea." 
ealising this fact, the practice that I have adopted 
’ the following pages is to steer clear of the 
ontroversies spoken of by Prof. Pigou and to focus 
tention on the essentials in definite tone and language. 
Where controversies could not be avoided, I have 
.jiven what appears to me the sanest opinions on the 
subjects, throwing light on the pros and cons in 
foot-notes wherever necessary. 



1 have, however, never lost sight of the 
fact that Marshall's Economics is still held in un- 
questionable esteem in our country. To many, nay 
most, of us, Marshall is the last word in Econo- 
mics and anything disagreeing with his writings 
is axiomatically wrong ! The theological type of 
conviction has been extended even to Economics ! 
Indeed, a student who disregards this fact rarely 
falls to incur the displeasure of his examiners. 
Written as I have a text-book. I have taken Marshall 
to be my basis as far as possible; and have drawn 
upon other authorities against Marshall where absO' 
lutely essential and not likely to he questioned. Bui 
an elementary book of the Indian standard certain!) 
reduces such occasions to the minimum; and, J 
believe, student readers will not be sorry in theii 
examination for having read this book. 

I can best describe this humble work as syn(Aesti 
and compromise 0 / an exhaastioe nature. It neec 
not be said that where even eminent thinkers 
are sometimes side-tracked, much room does not 
remain for personal opinions or originality of the 
author, unless it be in arrangement, expression 
and general make up. With regard to ideas, I have 
asserted myself with discrimination and restraint, 
very often in foot-notes. 

A word may also be said about the scope of 
the book, I have tried to meet the requirements of 
Intermediate students of various Universities and 
educational bodies of this country. Wherever there 
is any departure from traditional text-books in the' 
quantity and selection of matter, it has been 
dictated by the nature of examination papers. ^ 
is a sad confession to make that the prescribe 
syllabus is very often a poor guide to students ia 
their studies', it is, indeed, in many cases, definitelj 
misleading. A careful scrutiny of examination paper! 
of various educational bodies has unmistakably imi 
pressed this truth on my mind. 1 have, therefore, triedl 
to cover the syllabus as well as the examinatior? 
papers. Lest 1 may be misunderstood, I make iti 
plain that I hold no brief for spoon-feeding. 
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I have liberally depended upon “visual aid” 
throughout the work. Diagrams, maps and even 
cartoons have been profusely given so that the ideas 
expressed in mere language may be lastingly and easily 
imprinted on the tablet of the reader’s memory. 

Foot-notes have been given m plenty. 1 have 
used them for a large variety of purposes— for giving 
hints on further reading, for settling controversial issues, 
for discussing differences of opinion, for showing 
acquiescence of writers in the views expressed, etc. 
Foot-notes are certainly more than customary; but 
they could not be avoided without injuring the utility 
of the book and my sense of fondness for them. 

I have paid special attention to Exchange and 
Distribution which are stiffest portions of Economics 
and which ore rarely found well-discussed m books. 
1 have attempted to make them simple and exhaustive; 
and 1 trust the readers will not probably have very 
much to complain against them. 

I am grateful to the kind teachers of Economics 
in various colleges who have looked through the 
Mss. and printed forms of the book; and have made 
many helpful suggestions. Prominent among them 
are Professor H. S. Bhargava of Kishori Raman Inter. 
College, Muttra, Professor R. N. Sanyal of St. 
Andrews College, Gorakhpur, and Professors Satya 
Deva Chandpuri and C. P. Snvastava of D. A. V, 
College, Cawnpore. No less indebted 1 am to the 
following gentlemen who have expressed apprecia- 
tion of my work and found it suitable to their 
students ; Principal S. P. Bhargava, Rajnshi College, 
Alwar. Professors B, L. Gour and P. D. Saxena, 
K. P. Inter. College, Allahabad; Professor S. C. Bose, 
Anglo-Bengali Inter. College, Allahabad; Miss S. Uthup, 
Chrosthivaite Girls’ Col/ege, Allahabad; Professor 
Tiwari. Govt. College. Allahabad, Professors 
K. N. Garg and R. S. Agarwala. Agrawal Vidyalaya 
1 J^*®*"* College, Allahabad; Professors L. N. Ghosh and 

Kashi Prasad. Agra College, Agra; Professor H. L. 
^ 1 ^^’ College, Agra; Professor T, S. 

Kushwaha, B. R. College, Agra; Professor Sant 
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Prasad. Radhaswami Educational Institute, Agra: 
Professor R. G. Sann, S. D. Inter. College. Beawar; 
Professor Umarao Singh. U. P. College, Benares; 
Professor A. C. Stnha, Islamia College, Cawnpore: 
Professor Gur Prasad, Marwari College, Cawnpore; 
Professor Raj Narain Mathur. Hindu College, Delhi; 
Professor Kishan Lai Lad. Anand Inter. College, 
Dhar. Professor B. N. Kanetalcer; Dr. R. B. Seth, 
D. A V. College, Dehra Dun; Professor Asthana, 
Govt. College, Fyzabad, Professor M. B. L. Gupta, 
Daly College. Indore: Professor R. P. Singh, Maha- 
raja’s College, Jaipur, Professor B. P. Vajpeyi, 
Kanyakubja College. Lucknow; Professor P. K. 
Banerji, Ji^ilee College, Lucknow: Professor Triloki 
Nath, D. N. Inter. College. Meerut: Professor Raj 
Narain Gupta. S. D. Inter. College, Muzaffarnagar; 
Professor Rama Shankar Yajnik, Birla College, Pilani; 
Professor Brij Raj Bihan. Darbar Inter. College, Rewa, 
To this list 1 must add the names of my publisher 
Mr. Sri Niwas Agarwala B. Sc., the proprietor of the 
Narayan Press Mr. G. P. Tiwari B. Com., typist, 
and head proof-corrector Mr. Gopal Dass M. A., who 
have given me ungrudging assistance in all possible 
ways and looked always to my convenience which 
has not ever been coincident with theirs. 

If the book is found useful also by the students 
for whom it is meant, I shall think my labour more 
than amply rewarded. 

1 most earnestly invite criticisms and sugges- _ 
tions from teachers and particularly from students which 
will receive my immediate attention and deep 
gratitude. 

Dept, of Commerce, \ 

Allahabad University, > AN. AGARWALA 
July 10. 1940. ) 
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EXCHANGE 


The Kubiect on which vve are now about to enter fills so important and 
conspicuous a position lo Political Economy, that tn the apprehension 
of soma thinkers its boundaries confound themselves with (hose 
of (ha Kience itself. One eminent writer has proposed as a 
name for Political Economy. "Catallacties”, or (he Science 
of Exchanges •' by others it has been celled the Science of 
Values. If these denominations had appeared to cne 
logically correct 1 must have placed the discussion of 
the elementary laws of value at the commencement 
of our enquiry. 


— iTghn h'tnori Hfiil 
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exchange 

Since CTchange* of goods rcgulaflyincresse tlio utility of tlie goods 
uchanged. it IS evident that exckonge IS • parte/ production and migSt be 
rested under ibal general heading — iHjani Riet^r 

f § (. iNTRODUCTlON 

Exchange as a Division of Economics 

After studying the Production and Consump- 
tion of Wealth, we now come to the study of the next 
branch of Economics, namely, the Exchange of Wealth . 
Exchange, as we shall presently see, increases the 
utility of goods exchanged : it may. as such, be said to 
be a department nf Prr>/<ii/-i»rvTs But still it is given 
a separate treatment because it considers peculiar 
problems not falling within the proper scope of 
Production./ The centra/ proWem of Exchange is the 
explanation of th^determination of value, "Under tJuA 
title, Exchange," Walker wrote >n bis poVsitcaf 
Economy, ‘i would consider the Ratios of Exchange, 
the terms on which goods, commodities, articles pos- 
sessing value, items in the sum of wealth, exchange 
for one another. We are here called to answer the 
question: why does so much of this commodity 
exchange for so much of that ? Why not for more? 
Why not for less ?” ‘ ' 

Meaning of Exchange 

Exchange as a bra n ch of Economics mu st be 
distinguished from the act oj exchange// By ex- 
change in the latter-’/sense is meant the l awful. 
Voluntary and mutual transfer of wealth between twe 
partiea ^ each transfer being m return of the other, 
ror instance, if 'A' willingly sells his book to ‘B' foi 
Rs. 5, it is an exchange because the transfer of wealth 
is lawful, voluntary and mutual. But. suppose a 
thief steals away your watch;( this transfer of wealth 
not be called an exchange because it is illegal 
forcible and non-reciprocal — the thief having giver 


!• Voltiieal Eemofnf, 



4 


INTRODUCTION TO ECONOMICS 


you nothing in exchange for the watch. Again, if a 
man pays ^Rs. 50 to the Government as fine, the 
transfer of wealth, though legal,' is not exchange 
because it is compulsory and no corresponding con- 
sideration IS received by the payer. 

Exchange, according to this definition, covers 
all commercial transactions. When the labourer agrees 
to work at 8 annas a day, he takes part in a commer-' 
cial transaction. So does the landlord when he lets 
his land ; for here, too, there is an exchange of the 
use of land for money. It is the same with the capi- 
talist who lends money at interest; for he supplies 
one or more people with means of production and 
accepts payment for doing so Economics makes 
these and all other kinds of commercial transactions 
or .acts of exchange, the subject of its investigation 
under its branch called Exchange.’ 

Growth of Ex change 

In the primitive stage of self-sufficiency, when 
each family produced all the things it consumed, there 
was absolutely no necessity of, or thwoccassion for, the 
exchange of goods. With the advent of the division 
of labour and specialization of occupations, the 
need arose for the exchange of commodities of 
one producer for those of the other or others*. In 
modern times exchange has become an indispensable 
link in the chain of economic activities. Nearly 
all the wealth that is created to-day is produced for 
the purpose of being exchanged. The wheat stocked 
in granaries and the vegetables grown in fields, 
the cloth woven by weavers and th^^shoes prepared 
by shoemakers, are mostly meant for sal^ and only 
little for the personal consumption of their producers. 
‘This is why, when we estimate our wealth, we do 
not estimate it according to its utility for os, but 
solely according to its exchange value, i.e., its utility 
for others.' 


2. See N G Pierion. PrinetpU» e[ Ectnamv^ (Tran<1ateJ from the 
Dolch by Wot«I) p. t5. 

3. For an intereiting biatory of exchange eee GiJe, Prineipitt of 
PoUtifil F-emomy {Tr anilated from tfce French), pp. 184-183. 
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JhcQfV qF Exchn ngo 

Every net of exchange implic-j, the rollowini; 
tlircc important factors :“■* ^ 

(a) There must he at least two parties to mnl<e 
nn crchanj^c possible: one. willinjj to part \vit)j some 
article in cxchnni’c for tI«*^t»oo<U which the other 
party desires to Hive; anil, similarly, the otlier. willinj' 
to accept the article which the former Iihes to part 
with, in cxchanHc for the goods he himself hhes to 
give. 

(fi) Both parties must gain hy exchange. A 
man gives a commodity in exchange for another 
because the latter is more useful to him than tlic 
former. If a man thinks ih.it the thing being 
given to him m exchange h less useful to him 
than that he is asked to pari^vitli, he will not 
agree to such a transaction. A colddcr gl^cs his 
shoes in exchange for wheat because he wants tlic 
latter urgently, ivhilc the former is almost superfluous 
to him. 

(c) Transactions ccAsc ivlicn one of the parties 
begins to lose ns a result of cxclinngc. If the eohhlcr 
thinks that he has got all the wheat he requires, he 
will now prefer to c.vchangc his shoes, not for wheat, 
hut for some other commodity, say. cloth which is 
more useful to him than whcat.;y 

I 7. ADVANTAGES OF EXCHANGE 
Both Parties Gain in Utility by Exchongo 

Each parly to the exchange, we have seen 
above, continues to take p.art in it so long ns the 
article he rccciics is more useful to him than the 
corrcspondir\g article he .has In ^.ivr .in .reluno Ji.vr.r,v 
net of exchange thus brings him n net gam of utility. 
As soon ns the utility of the article offered to him 
sinks lower than the utility of the article he has to 
part with in lieu of it/hc withholds from entering into 
the transaction; tluis^hc point nl which a net loss of 
utility might nrisc is ncs'cr reached. Exchange is con- 
tinued so long ns it menris a gain in utility: and. dis- 
continued as soon ns n loss In utility is expected to 
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make its appearance. This is true of each of the two 
parties carrying on exchange. Obviously, then, both 
parties gam in utility by exchange.* 

Let us illustrate it by an example. Suppose ‘A’ 
has got 9 units of ric^^nd ‘B’, 9 units of cloth; and 
both persons are of similar temperament so that the 
utility of vanous units of nee and cloth are the same 
to each of them. The following table shows the uti- 
lity of successive units of rice and cloth 


Marginal Utility of 

Units j 

Rice j Cloth 


1 

90 

80 

2 

82 

70 

3 

74 

62 

4 

66 ' 

55 

5 

50 ' ; 

50 

6 

32 j 

26 

7 

24 

20 

8 

16 

1 

9 i 

8 

6 


4. It was sometimes doubted How can a oian gain unless anotber 
loses: so that how can both parties to an enchaoge gam together 7 The simple 
explanation of this fallacy has been giren above, f^rofessor Gide so lucidly 
explains it as follows. "If exchange never led to profit, or if every exchange 
necessanly implied that some one had been chested, it is difficult to under- 
stand why men have persisted for so many centuries in carrying on exchange, 
fn reafity. w^tever f yiefd tn exebange for something else is always less 
useful for me. leas desirable, and hence worthless, than the thing I acquire. 
Otherwise I should not give it up. The person who exchanges with me 
pursues exactly the same [me of thought. Each of us thinks that by the 
exchange he receives more than he pres: and. however strange this may 
appear, we are both nght." Gide, op. p. 198. 
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In the case of the first transaction, ‘A’ ^vlll .qive 
his 9th unit of rice, whose utility is 8; and will get the 
first unit of cloth, whose utility is 80. His gam in 
utility is (80 — 8=) 72. Similarly ‘B' will part with 
the 9th unit of cloth, whose utility is 6: and will get the 
first unit of rice, whose utility is 90, He will, there- 
fore, gam m utility to the extent, of (90 — 6!=) 84. The 
first transaction, as such, brings a net increment of 
utilities to both 'A* and ‘B'. 

If you calculate the gam in utility to both the 
parties m successive transactions, you will find that 
loss begins to appear after fifth transaction when no 
more exchange will lake place. Both the parties 
must gam in utility as a result of exchange; otherwise, 
transactions will cease. 
r 

Other Advantages of Exchange 

Besides increasing the utility of articles in the 
possession of both the parties, exchange confers many 
other benefits as well. Some of them are given 
below : — 

(o) Exchange enables a country to utilize, m 
the best possible way, the resources which without 
exchange would remnm unused. For instance, we 
produce cotton more than our requirements and could 
wc not sell it to Japan and Great Britain, it will go to 
waste. It is exchange, indeed, which enables us to 
obtain fanc^pnees even for that large quantity of 
wealth which is almost superfluous to us. 

(fc) Exchange ,has made division of labour, m 
all its forms and phases, an accomplished fact. In the 
absence of exchange, each man will have to produce 
all that is necessary to satisfy his wants. If his 
wants are 20, he will have to carry on 20 different 
trades, and will become Jack of all but master of none. 
It is exchange which enables each man to produce 
things according to his^aptitudc rather than to his 
wants. Similarly, exchange enables each country tc 
produce the things for which it is best fitted. The 
productivity of each man and each nation is thus 
maximized by exchange. 
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(c) Exchange widens our markets and incre- 
ases the scale of production. The internal and 
external economies, which Jarge scale production 
makes possible, reduce the cost, and therefore the 
price, per unit. 

(d) Exchange enables us to get the things 
which we do not ourselves produce and which wc 
could not otherwise geuyfor example Parker Foun- 
tain pens, motor cars. etc. 

5 3. FORKS OF EXCHANGE 

Exchange takes two forms' (a) Barter, that is, 
direct exchange of one commodity for another (with- 
out the medium of money)., as for example, the 
exchange of wheat for cloth . and (b) Purchase and 
Sale, exchange of a commodity for money is called 
sale, and exchange of money for a commodity, pur- 
chase. The following table elucidates this simple 
division — 

Exchange 


Barter 

(commodiiy tor cwcnniodily) 


Purchase Sale 

(Money for commoilay) (Coratnodily for money ) 

§A. BARTER 

Barter 

Barter, i.e., direct exchange of one commodity 
for another, was the earliest form of trading. But 
It was associated with so many inconveniences tha 
It soon disappeared from almost all the civilizec 
countries of the world. It is now to be met with onl) 
in economically backward tracts. In our country, ii 
has long ceased to be a common feature of the urbar 
areas. But it still lingers on, to some extent, in rura 
tracts. In villages, we very often come across a cul 
tivator exchanging his surplus wheat for weaver’s 
cloth, paying for the services of barbers and carpen- 
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ters in grain, and^is son purcJiasing ink-tablets and 
writing paper for a bandful of rice and wheat. But 
barter is, on the whole, definitely declining in impor- 
tance, not only in India, but everywhere in the 
world.® 

Conditions Making Barter Possible 

Barter is possible only under very primitive con- 
ditions. They are describe below : — 

(1) Limited iVants — Barter requires two persons 
whose disposable possessions suit each other’s wants. 
This can conveniently happen only if the wants of the 
members of a community are very few. It becomes 
increasingly difficult Has human wants increase in 
number and variety. 'A', who wants to give wheat 
and get milk, may hope to find ‘B’, who requires wheat 
and is willing to part with milk. But 'X*. who wants 
to give a watch and get a fountain pen, may not find 
a man who may be willing to give a fountain pen and 
take a watch, evidently because fountain pens and 
watches are not as commonly required and possess- 
ed as wheat and milk. 

(2) Limited Area of £.JccAongcjf Barter is possible 
only if the area of exchange is limited so that the 
inhabitants may not have to lose much time in finding 
out the right man for barter. If the area is small, the 
inhabitants are likely to be acquainted with each 
other's wants; and, even if they are not so acquainted, 
much time will nt)t be lost in finding out the proper 
person. 

(3) General backwardness of Society — Barter is 
possible only under extremely primitive conditions 
where there is no common medium l)of exchange, no 
means of estimating the relative values of two commo- 
dities and no method of exchanging goods unless one 
thing can be immediately transferred and another 
immediately accepted. Even under pVimitive condi- 
tions barter may be wellnigh impossible if a man’s 

5. Darter flourislie* eKiedy wnonj uncivilized communities, or thosi 
reduced to severe straits liy operation of a destructive war : though sur^ 
rivals of this method, as >veH as of manj other uncivilized ones, may he seen 
is lie dealings of children uother. Hadley, EcoTMmtcs, page 71. 
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possessions cannot be subdivided without loss. 
Suppose a man possesses only a cow : it will be 
impossible for him to obtain an article of small value 
by direct exchange. 

Obviously, then, the conditions under which 
garter is possible are.^imaginary rather than real. 
Professor Cassel’s assertion that there has never 
existed in the history of human life a society normally 
and wholly dependent upon the exchange of goods 
without the use of money, seems to have much truth. 
Inconveniences of Barter 

The above account has probably made you look 
upon barter with a sense of curiosity. Now, try to be 
a bit reflective and imagine yourself in a society in 
which barter is the only form of exchange and no 
money is to be seen. You will surely feel very incon- 
venient there and will like to come back to your own 
society where money is used.l^If anybody asks you 
the inconveniences you had to face there, you will 
probably relate them as under 

(a) Want of Double Coincidence — Barter, you 
will say, IS possiole only if a man has to part with a 
thing which another man wants, and wants the thing 
which the other has to part with. In other words, 
the first difficulty of barter is to find two persons whose 
disposable possessions suit each other's want. A hunter 
having plenty of game may want arms and ammuni- 
tions to kill animals, but those who have arms may 
happen to be well supplied with game so that no direct 
exchange is possible. This difficulty becomes more 
prominent and frequent as wants multiply and area oj 
exchange extends.® 

6. This inconvenience be* been feced by many travellers in the 
primitive countries where barter prevails We give here Lieutenant Cameron's 
account (in Acrcit of the trouble he had in buying a boat when 

travelling in Africa "Syde's agent vnsbed to be paid m ivory, of which I 
had none, but 1 found that Mohanuoed Ibn Seheb had ivory and wanted 
cloth Stil) as I had no cloth, this did not assist me greatly until I heard 
that Mohammed Ibn Gbarib bad cloth and wanted wire This I fortunately 
possessed. So 1 gave Ibn Chanb the requiaite amount in wire ; where* 
upon he handed over cloth to Ibn Sahib who in his turn gave Syde'a agent 
the wished for ivory. Then he allowed me to have the boat." 

(oonlinwd on the /got ofpagt V) 
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(i) Want of a Measure of Vahe—-The second 
difficulty in barter, you will add, is to determine and re- 
member the rate of exchangefj How mucli milk should 
be given fora yard of doth and how much cloth for a 
pair of shoes? It is difficult to determine how much 
of any one commodity should be given for a certain 
quantity of another commodity ?' There is no com- 
mon measure of value. In a state of barter, the 
current price list, »f such were prepared, would be a 
very complicated document, for each commodity 
would have to be quoted in terms of every other com- 
modity. Between one hundred articles, there must 
exist no less than 4,950 possible ratios of exchange.^^ 

(c) Want of Means of Sab-diaisiom~-The third 
inconvenience of barter, you will probably continue, 
I's (he impossibility of dividing certain ^oods. A ton 
of corn and a maund of milk may be portioned 
out ; but wbat is to be done by a tailor who has a 
coat ready for exchange ? The coat much exceeds 
in value the bread which he wishes to get from the 
baker; but he cannot cut the coat up without des- 
troying its vaiue.^ c. 

§ 5. SALE AND PURCHASE 


These inconveniences are removed if we find a 
commodity which acts (i) as o common medium of ex- 
efionge in the sense that every thing is purchased by 
paying it and sold for it. so that wbat is obtained by 
sale in one case may be used for purchase in another; 
(ii) a common measure of value in terms of which we 
estimate and quote the values of. all other goods, so 
that their values become capable of very easy com- 
parison ; and («/) u store of value, so that he may 
presen'e in this from his purchasing power, ^/^uch 

W. S. J«ren5. fimiljrly. relste» many i»tcrr9t;n£ cases of a similar 
naiure (iij '’J/dnesi ayuilhi JTechanisni a/Hxchanya"). For instance, when Mr. 
Wallace was travelling in iKe Malaga Arcbipelago. in some of ibe islands, 
wliere lliere was no paper corirncy, be could not procure supplies for dinner 
wiibout a special bargain and much ebafferisg upon eecb occasion. If the 
vendor of fish or other coveted eatables did not meet wjib the sort of ex- 
change desired, be would pass on. and Mr. Wallace and his party had logo 
without their dinner 1 


7. W. S. Jevotu. irmfjatidthe^tchanimcfETehaiije, fp, S.S 
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a commodity is called money. In modern times, things 
are purchased and sold for money: and purchase and 
sale are the most common forms of exchange. 

I 6. EXCHANGE MECHANISM 

Transfer of goods from producers to ultimate 
consumers now takes place in a roundabout process 
•with the help of many auxiliaries ■which together con- 
stitute the exchange mechanism. The chief instruments 
and auxiliaries of exchange® are the following 

(fl) Traders, who bring buyers and sellers in 
close contact. 

(6) The market where things are actually bought 
and sold. 

(c) Money for or with which things are sold 
and purchased. 

(d) Means of transport and communication for send- 
ing goods and communicating business conditions from 
place to place. 

(«) Credit instruments and credit inslifulions, i.e., 
banks which manage the transmission of money from 
place to place. 


8. Thcf have Ixen diacuaaed in detail In lutnequent chapterf. 
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MARKETS 

The term raarkeJ in Po)>i>caI Economy should have reference first to 
a species of commodity, secondly to a group of exchanges there ere as many 
mirhels as there are groups of exchanges — R’lil/esr. 

§ 1. INTRODUCTION 

Purchase and sale of commodities, with which 
Exchange is mostly concerned, talce place on a parti- 
cular spot, popularly called a ‘market’. The study of 
markets, as such, falls under the scope of Exchange. 
We shall devote the present chapter to a short and 
scientific study of markets. 

Definition 

In popular language the term market stands for. 
the ociual place, where purchases and sales are carried 
on. In Economics, however, this term is used in a 
different sense. Economists mean by market, not 
any particular place, but the buyers and sellers of a 
particular cgxnrnodity. who are in free competition 
with one another. For the existence of a market, 
then, what is necessary is the presence ofthe (i) buyers, 
(ii) sellers, and (iij) free competition among them. A 
market is established wherever a number of dealers 
in the same commodity competing freely with each 
other, are brought together. 

The gathering of buyers and sellers at a 
particular place is not necessary.^ For, the pur- 
pose such a gathering serves can now-a-days 
be accompfrshetf, to a great extent, by the use of 
modern methods of communication, e. g., telegraph, 
telephone, post, etc. Even the physical presence 

I. Same aid econamiits define marlcet 0 E. g.. Stager says, 

•'By • marVet we mean the place ar coniunetian af means of communication 
through which buyers and selfers are brought together for the exchange of 
economic goods." (rill, printipUt of Feonomiet, p. 110). Students should 
safeguard themselves against such a definition. 
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of the commodity purchased and sold is not 
essential^. 

Cournot, a great economist, says, “Economists 
understand by the term Market, not any particular 
market place in which things are bought and sold, 
but the whole of any region in which buyers and 
sellers are in such free intercourse with one another 
that the prices of the same goods tend to equality 
easily and quickly.*’® W. S. Jevons, another great 
economist, similarly writes. “Originally, a market was a 
public place in a to%vn where provisions and other 
objects were exposed for sale : hut the word has been 
generalised so as to mean any body of persons who 
are in intimate business relations and carry on exten- 
sive transactions in any commodity.”* 

Perfect Market 

A market in which perfect competition* prevails 
is known as a Perfect Market. In such a market 

2. It mult not be luppoied from the ebeve leceunt (hit In the 
eeanomio lenie market ii cotKeived without Iimili o{ lime or apace. Every 
market ii in fact limited by time or space, or both In Mediaeval Europe, 
definite days and hours were fixed and definite places assigned, outside 
which no dealing waa allowed in certain goods But with the modern 
development of means of communication traders need not be literally assem- 
bled to make a market, they may be scattered over a whole large town or 
over a region of country if by the means of the post office, telephone 
telegraph and published price lists, they are in close communication 
And the more portable the merchandise and efficient the means of 
communication, the wider can be ibe range of a market. And many modem 
markets are continuous in time, only interrupted by Sundays and holidays, 
and night tune. See Devas, PolKioal Economy. Bk II, Cb II. Also Nicholson. 
Political Economy, Bk III. and Flux. Economic PrinCipIn, Ch III 

3 Quoted by MarshalL Priaeiplag of Econoniica, p, 33t 

4 Jevons, Tiieorvo/ PoUseol Economy, pp 84 65 

Wicksteed defines the market as the machinery by which objective y 
equilibrium in the marginal signiftcance of exchangeable things is secured and 
mamtamed in a cataUaetic Society See wicksteed. Common Scn>c of Political 
Fconotny, p. 213. 

5. In order to give precision to the term 'Competition' it should be 
remembered that "there IS said to be competition when (a) would be buyers 
bid Bgsinst one another, or when (ftjwould be seller bid against one another. 
Competition may be one sided or two sided Asone.sided.it is competition 
between buyers or competition between sellers. As two.sided it is both 
together." Chapman. Eirmenlary Banunia, p. 50. Perfect competition means 
two-sided competition 
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tKere is free competition firstly, between buyers and 
sellers, and secondly, among buyers themselves on 
the one hand, and sellers themselves on the other. 
In a perfect market, as will be presently shown, only 
one price rules for a particular commodity at a par- 
ticular time. 

/ If the market is very lai^e, variations in prices, 
equal to the cost of transport of goods from one 
place to another, are to be allowed for. For instance, 
suppose we get gua^s at Allahabad at the rate of 
six annas a dozen : and the cost of transporting them 
to Cawnpore is two anna^o dozen. Now, if we get 
guavas at Cawnpore for eight annas a dozen, we will 
say that Allahabad and Cawnpore are the parts of the 
same market. 

A perfect market does not really exist because 
perfect competition is a rare occurrence. But a 
tendency to perfection is certainly discernible. And 
the more nearly perfect a market is, the greater is 
the extent of free competition and the stronger is the 
tendency for the same price to be paid for the same 
thing at the same time in all parts of the market®. 

The Law of Indifference or of Markets 

Under free competition, if a commodity is perfe- 
ctly uniform or homogeneous in quality, any portion 
of it may be indiffcrntly used m place of another equal 
portion,' and in the same perfect market and at the 
same moment, all portions must be exchanged at the 
same ratio. There can be no reason why a person 
should treat exactly similar things differently. If the 
market is perfect no purchaser will pay for .the same 
commodity more than what is paid by any other 
purchaser. So long as he gets ^vhat he requires, he Is 
indifferent as to ^v'ho siy^lies Jj,: jaod .if the 
price of one seller is less than that of another, all 
purchasers will purchase from him. In the same way 
no seller will sell an article for a price lower than that 
obtained by any other seller for the same article. 
“These facts mean thnt in ihe same open morhel, at the 
some time, there can he on/y one price for ihe same commo- 
dity. By the same commodity, we mean, of course, 

& S«« NtinlitU, pyivtflftoiEcoiutntci, p, 323 
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0 commodity of exactly similar quality, grade and 
description, any one portion of which may be used or 
held indifferently in place of an equal portion. This 
tendency or principle is described by Jevons as the 
Law of Indifference. It tends to operate in all markets, 
but obviously, it is not exactly operative in any market. 
In the first place, perfect competition exists nowhere; 
and. secondly, the existence of competition itself 
presupposes certain temporary variations in price as 
between one dealer and another, although the tende- 
ncy IS to fix one price only for one commodity.”^ 

§ 2. THE EVOLUTION OF MARKETS 

The nature of markets has changed fundamen- 
tally through passage of time. The evolution of 
markets may be looked upon from two standpoints : 
(I) the Geographical, and ( 2 ) the Functional. 

The Geographical Evolution 

• Here we consider the development of markets 
from the viewpoint of the area occupied by buyers 
and sellers. There have been three mam stages of 
this type of evolution, namely, the local market, the 
national market, and the international or world market. 

The Local Marie/— If the buyers and sellers of a 
commodity extend to a particular locality only, and 

7. S E. Thomas. Et**ntnts of Eajrumv>$. p 168 

So far as freedom of contract exists, similar exchanges will be made 
on approximately aimilar terms, at least mlhin the limits of the same market, 
meaning by a market a body of persons in such commercial relations that 
each can easily acquaint himself with the rates at which certain kinds of 
exchanges of goods or sersoces are from brae to time made by the others. 
For. It IS obvious that, if A prefers a greater gain to s smaller, he will not 
sell his goods or his services to B at a rate lower than that which he 
thinks he could obtain from C or D. aUowance being made for any trouble, 
expense or other sacrifice ibat be would incur in getting the more favour- 
able terms. This inference is often broadly expressed by the statement 
that "where there is open compelitioii, two prices cannot be permanently 
maintained in one market for the aaroe commodity.” Sidgwick, FoUtfSai 

Economy, pp 44-45. 

There is another Loio of MarkHo as propounded by J 6 Say. wbicb 
statestbat, "Every coimnodity wdl End a sale more readily with every 
increase in the variety and abundance of other commodities,” Jevons' Eav> 
of Markelt is quite different from Sa^s Law. See Gide, op. cit. 
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sometimes also to its immediate neighbourhood, the 
market for it is said to be local. For instance, the 
market for such perishable articles as milk and 
vegetables is largely local. Similar is the case with 
bulky commodities like bricks and sand which cannot 
be sold to purchasers at distant places, because of the 
heavy transportation cost. But with the introduction 
of the "Cold Storage” (which preserves perishable 
commodities for a sunicienlly long period) and cheap 
means of transport, the market for these commodities 
is becoming wider. 

The National Market — If the purchasers and 
sellers extend over the length and breadth of the entire 
country, the market is said to bo national. Dhotics. 
caps and probably sola Hats have a national market in 
our country. 

The Inlcrnalionol or World Market — The buyers 
and sellers constituting this market extend to the ends 
of the earth. The market of cotton cloth for shirting 
and suiting, of precious metals and slocks and shares, 
is international. 

The Functional Development 

It considers the development of markets from 
the standpoint of the type of business transacted. The 
successive stages of evolution, from this point of view, 
have been the general market, the specialized market, 
marketing by sample, and marketing by grade. 

The General Market is the one where several varie- 
ties of a large number of wares and produces ore pur- 
chased and sold, and which arc attended by buyers and 
sellers of a particular locality and its adjoining areas. 
A large number of markets in India is of this type. 

The Specialized Market — Even in the local or 
mixed markets, there is some tendency to specialization. 
With the growth of the industrial and commercial 
development and the development of the means of 
transport and communication the need for increased 
socialization and greater differentiation becomes great. 
For instance, wc have now in Allahabad separate 
markets for fruits and vegetables,’ for cloth, and metal 
wares, and so on, which was not the case in the time 
of our ancestors. 
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Marketing by Sample — As the types of goods 
and the varieties of each type increase, it becomes 
difficult to display all the stock for sale. Therefore, 
sellers simply exhibit samples, and later on supply 
goods conforming to the sample displayed.” Marke- 
ting by sample has many advantages. The sample is 
more easily handled than the bulk. Again, the latter 
need not be actually transported to the market place. 
It also enables buyers and sellers to select from a 
greater variety. 

AH commodities cannot be sold by this process 
It 13 applicable only to those articles which are uni- 
form in quality and which permit of the separation ol 
a sample. It is quite practicable in case of ra%s 
materials, like wheat, and most of the manufactured 
articles. 

Marketing by Grade— Here a commodity is divid- 
ed into a number of grades according to its qualities, 
and each grade is given a distinct name or mark. 
Whenever the seller quotes the price of a commodity 
of a certain grade, the purchaser gets the correct 
idea of Its quality. Purchasers, therefore, can 
purchase a commodity even without having a look 
at the sample— simply by indicating its grade. 
Pusa No. 12, for instance, is a distinct variety of 
wheat.® 


8. Simple and common commoditioa auch as wKeat, coat, cotton, 
wool etc., are usually bought and sold in large quantities and it is obviously 
impossible for the buyer to inspect every single gram of corn be buys. 
Definition is obtained jointly m two ways, namely, by grading and by sample. 
Thus Monitoba -wheat is graded as Nos 2. Setc. Cotton is graded es 
fair, middling, low middling etc. A buyer may purchase goods by grade. 
Later on he might compare tbe goods aupphed with the standard sample 
represented by that particular grade. If tbe goods fall short of the standard 
sample, they can he rcturtted See Norman Crump, d f <rt{ Boole nf £Coni>mte>, 

pp 20.21. 

9 Chapman marhs tbe foUovang etsges in the evolution of the marhel 
(1) The Localizstionof markets (2) Deabng by sample {3} Dealing by grsde. 
and (4) Differentiation of markets ^ee KisOuClinese/ Falitiool Ssanotng, 
Chapter XII). Nicholson gives the following stages (1) Publicity. (2) Freedom 
of Trade. (3) Competition prices. (4) Lumtsof lime end place, and (5) Res- 
traint of speculation. 
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§ 3. TYPES OF MARKETS 

Markets may be classifieci on__^the basis of space 
or time. 

Space Markets 

From the point of view of the space limits of a 
market, we have local, national and international 
markets. They have already been dealt with. 

Time Markets ^ 

Markets also vary according to the period of 
iimc which is allowed to the forces of demand and 
supply to bring themselves into equilibrium with one 
another. Markets may be classified from this angle 
of vision and are called time markets. The following 
classes of time markets may be noted : — 

(7) The 5Aor/*Pcrio</ Market — Here the supply 
is limited to the stores which happen to be at hand. 
Therefore, in the equilibrium of demand and supply, 
the demand plays a more important part than the 
supply. 

(2) The Lan^-Period Moriet—lf the period is 
longer than a day or so, the supply will be influenced, 
more or less, by the cost of producing the commodity 
in question. 

(3) The Very Long-Period MQri^e( — If the 
period is very long, this cost will, in its turn, be influ- 
enced, more or less, by the cost of producing the 
labour in the material things required for producing 
them.'® 

This division will be more clear to the reader 
after he has studied the theory of value, 

§ u. CONDITIONS OF A WIDE MARKET 

The market for a commodity may be wide or 
narrow. The conditions which make the extent of 
any market large can be divided into two broad 
classes :(a) Conditions prevailing within the country; 
and (li) Qualities of the commodity. 

to. p. 330. 
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A. Conditions Within the Country 

(/) Efficient Means of Transport and Commmica- 
fion — Efficient means of transport, like good roads, 
railways, steamships and air transport, make the 
carriage of goods over long distances easy, cheap and 
quick. Similarly, efficient means of communication 
like the post, telegraph, telephone and wireless systems, 
enable traders of one place to get information about 
the business conditions prevailing at distant places; so 
that they sell goods to. or purchase them from, the 
latter as the profit conditions warrant. If means of 
transport and communication are so poor that the 
carriage of goods or news involves much cost, time 
and difficulty, markets must naturally be narrow. 
Means of transport and communication arc, indeed, 
very potent instruments in widening the area of a 
market 

(2) Peace. Order and 5eeiin7y~SelIer8 will be 
willing to send their goods to distant places only if 
they are sure that thev will not be stolen away by 
thieves, or otherwise damaged, in transit; that their 
monetary claims will be duly met with, and, if not, the 
court will help them to realise their dues. The large 
extent of modem markets would have been unthin- 
kable but for the maintenance of law and order in the 
countries of the world. 

(3) Efficient Carrency and BanhinQ System — A 
stable monetary system is absolutely essential for as- 
suring business men that their calculations will not be 
upset by any outside intrusive force which currency 
manipulations may let loose. Again, the existence of 
banks with a network of branches extending over the 
entire globe, facilitate the making of payments to any 
place in the world and thus vriden the area of markets. 

B. Qualities of the Commodity 

The wideness of the market also depends upon 
the qualities of a commodity. The commodities po- 
ssessing the following qualities usually have vc'y wide 
markets: 

(/) Universality of Demand — All those commodi- 
ties which are universally demanded have very wide 
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markets. Cotton. wKeat, an<3 iron satisfy the wants 
that are urgent and universal and. therefore, have inter- 
national markets. The market for the furs, on the 
other hand, Is considerably narrow because they are 
of little use in ^varm countries. 

(2) Siiihiililv for Gra^m^ ani Sampling-^ 
Commodities which can be easily and exactly graded 
or represented by samples have, other things being 
equal, wide markets. Cotton, wheat and other stap- 
les possess this quality, so that they can be bought 
and sold by persons at a distance from one another 
fust on the basis of samples or grade. Were the exa- 
mination of the entire mass of these commodities 
before purchase essential, their markets would have 
been very narrow, indeed. 

(3) Por/flJih7y— Commodities, for which there 
Is o very wide market, must also be such as <vi)l bear 
a long carriage • their value most be considerable in 
orooortion to their bulk. The market for common 
bricks is practicallv confined to the neighbourhood 
of the kilns in which they are made • thev can scarcely 
ever hear a long carriage by land to a district which 
has hardly any kilns of its own. On the other hand, 
the value of gold and diamonds, silk and sares, is 
so large that small cost of transport does not increase 
their price appreciably, and, therefore, does not 
matter. 

(4) DurahilUy—Perishohic and fragile articles 
cannot enjoy very wide markets because they cannot 
be transported over long distances. Fish and vege- 
tables have local markets; gold and cotton, ivorld- 
wlde markets. 

(5) Adequacy of Supply — The supply of a co- 
mmodity must be adequate to meet a large demand if 
it is to enjoy a wide market. Onlv a very restricted 
market exists in curiosities and rare works of art, 
whose supply Is extremely limited. 
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DEMAND AND SUPPLY 

m.le the mdividual des.re is fitful. th« Ksultact of the desire of al! 
the purchasers is relatively steady. — |ust as. in physics, the forces of the 
individual molecules of the atmoshphera which homhard our bodies are 
vanable and fitful but the aggregate resultant atmospheric pressure is a 
steady fifteen pound per square inch — 

It was said in the middle of the last century, we 
are reminded by Henry Clay, that you can make a 
good economist of a parrot hy teaching it to repeat 
the words "Supply and Demand.” A great many 
people have acted on this belief, and having taught 
themselves to repeat, like parrots, the words "Supply 
and Demand ” have set up for economists Be that 
as It may, the Demand and Supply Formula is to-day 
the core of the whole edifice of the Science of Econo- 
mics Things and services are sold for a price which 
is determined by the interaction of the forces of 
demand and supply.® The present chapter shall be 
devoted to the study of these important forces. 

§1. DEMAND 

Definition 

A desire for anything, we must remember, is not 
the same thing as a demand for it, 'Ifwshes were 
horses, then beggars might ride !’ By demand econo- 
mists mean the ’effective desire, i, e„ the desire \vhich 
may be satisfied by virtue of the possession of the 
means of its satisfaction. In other words, desire 
must he coupled with purchasing power in order to 
become demand.® A poor man may like to possess 
a grand bungalow, an aeroplane and many other 

1. CUy. Ec^onanics far l\0 General Ftaitr, p. X2. 

2 Tbe Theory of Demuud uud Supply hut been beautifully tummed 
up at followt “The Supply of a commodity it tbe quantity offered for 
tale D^mani it tbe quantity that will be bought at a certain price. Tbe 
price tende to malce Demand and Supply equaL The competition of aeQert 
mabet prtcea fall, while the compctitioa of buyert raieei them.** — Corneb. 
Simp?/ FetiKwnws. p. H. 

3 For a lucid account seeTaraer. fntrorfuclm {9 ^cenonisj, p. 154. 
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costly things; as he is too poor to purchase them, his 
desire for them is not demand. But if he wins a 
Derby, prize, he wi!l get the wherewithal to purchase 
these things. Then his desire will become 'effective 
and will. then, be called demand. 

Besides possessing the means of acquiring the 
object of desire, a man must also have the willingness 
to part with the means in exchange for it. A man 
may possess the means to purchase an article but he 
may not like to part with the means in order to 
possess it. A miser may like to have a car for his 
son, but his attachment to money may prevent him 
from purchasing it. 

Demand may, then, be defined as the (1) desire 
to possess a thing, coupled with (2) the means of 
purchasing it, and (3) the willingness to use those 
means for the purpose. As Ely and Wicker put it, 
'‘In order that there may be a demand for a thing, 
there must be not only a desire for it, but also the 
mi/Imgncss and the ahiliiy to offer for it some sac* 
rificc.'’’ 

Demand is always made hy a buyer or would*bc 
buyer for a certain article. The demand for a com- 
modity is closely related to its price. The willingness 
of people to buy a thing, depends, to a considerable 
c.\tent, upon what they have to pay for it. There- 
fore. there is no such thing as demand apart from 
price.® Because of this 'ntimate relationship between 
demand and price, demand is variously defined as 
the i}ua niUs_of^CL-cammQdtlit-Which a_pcrson_is willing Jo 
a l_as crla\n price.*_ This definition is very widely 
popular amongst economists. 

Demand Price 

By demand price is meant the pnee at which a 
purchaser Is willing to purchase a certain quantity of 

4. Ely atu] >KcVer, ^lemtn’ary 0 / Keonomies, p 97. 

5. Person. Tht Eeonomtet 0 ] Ectryiaf Lift, P«rt I. p. 107. 

6. }. S. Mill t«y» that »»e must mean by tbe worJ demand, tfic 
quantity demanded, and remembet that tbis is not a fixed quantity, but in 
Ceoeral varies aecording to the value. See bla PriMipUi vf Polilteal Ecmom’j 

m. ii, A 
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a commodity. If you are willing to buy five fountain 
pens for Rs. 2 eacb> your demand price is Rs. 2 per 
fountain pen. 

The Law of Demand 

The law of diminishing utility tells us that as 
the stock of a thing increases, its marginal utility, 
other things remaining the same, decreases. We also 
know that the price that a person is willing to offer for 
a commodity is equal to its marginal utility to him. 
Therefore, as the quantity offered for sale increases and 
Its marginal utility decreases, the price which a buyer 
IS willing to pay for its successive units goes down. 
In the words of Marshall. “The greater the amount to 
be sold, the smaller must be the price at which it is 
offered in order that it may find purchasers; or, in other 
words, the amount demanded increases with a fall in 
price, and diminishes with a rise, in price." ^ Demand and 
price are, as such, indirectly related. This is called 
the Law of Demand. Demand and price are like the 
two ends of a see-saw: when the one end goes down, 
the other one goes up: and vice versa. The following 
diagram® illustrates the point very lucidly 



Figure illiislratjng Law of Demand 

Demand Schedule 

To obtain complete knowledge of a person’s 
demand for anything at a particular place and 
time, we have to ascertain how much of it he 

7. Marehall, Pnnctplet o/ £conaniea. p 95. 

& 1 am thankful to Mr, P. L. Garg (A. V. Inter College, Allahabad) 
for a ikeletoa of thii diagram, 
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would be willing, to purchase at each of the prices 
at which it is likely to be offered. A list or schedule 
showing the amount of the commodity which a per- 
son will demand at vanous prices may be prepared. 
Such a list or schedule is called Demand Schedule. A 
demand schedule may be defined as a list showing 
the rc/fl/ions?iip between different rjuantities of a commodity 
and (heir respeciioe demand prices at a particular place 
and lime. 

A demand schedule may refer to the demand 
of an indj%'idua) or to that of a market or a 
society. In the latter case, it refers to the collective 
demand of all the individuals constituting the market 
or society. 

The following is the demand schedule of a stu* 
dent for, say. red-blue Othello pencils at Allahabad 
on June 1. 1940 at 8 A.M. 

Demand Schedule 


PRICE DEMAND 

6 pice 3 


5 pice 


4. pice 

3 pice 

2 pice 
1 p'ce - 

~X t'V 

Demand Curve 


6 

9 

12 


y. 




The demand schedule can be represented on a 
graph paper. Such a graphic representation of demand 
13 called the Demand CuiVe. It reports the number of 
units that would be brought at different prices. The 
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above demand schedule is diagrammatically represen- 
ted below : — 


Pke 



Figur« Showing the Demand Curve 

Fallacy oF Demand and Price Relationship 

Sometimes students are confused by such fa- 
llacies.as this, “If prtce rises, Jemantl diminishes, hut if 
demand diminishes price falls, ll is difficult to see hotu 
price ever changes." 

According to (he law of demand if price rises, 
demand diminishes and if demand diminishes, price 
falls, provided other things remain the same. If other 
things really remain the same in actual life, it will 
certainly be difficult for prices to change to any app- 
reciable degree. But the hard fact is that other things 
are not always the same and this is responsible for 
price variations. 

// price rises, demand ordinarily diminishes. But 
in certain cases it may not happen so. Suppose 
the price of Gandhi caps increases. This will ordina- 
rily cause a fall in demand. But if Mahatma Gandhi 
is visiting this particular locality and nobody is 
permitted to see him unless he wears a Gandhi 
cap, the demand for caps may rise in spite of the 
fact that their price has gone up. Take another case. 
Suppose animals of a particular place suddenly begin 
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to suffer from epidemic diseases and their meat 
becomes unfit for human consumption. Meat-eaters 
may, then begin to demand more fish than before, 
even if its price rises. In these cases, the law of 
demand is clearly violated. Why ? Simply because 
other tilings are not the same the utility of Gandhi 
caps and fish has increased. 

If demand diminishes, price ordinarily falls. But 
if the supply also falls simultaneously at the same 
rate at which the demand fads, the price may remain 
unchanged; and if the supply falls at a faster rate 
than demand, price may even increase. In this case, 
again, the law of demand is infringed because other 
things have not remained the same : conditions of 
supply have changed. 

§ 2. ELASTICITY OF DEMAND 
Meaning of Elasticity of Demand 

The demand for a commodity diminishes, other 
things being equal, with every increase in the supply of 
that commodity. But this diminution may be slow or 
rapid. By the common experience of all merchants 
tvhen the prices of certain goods ore lowered even 
slightly, there is an appreciable increase in the quantity 
demanded; and when the prices of these commodities 
go up, there is a marked decrease in the demand. In 
the case of other goods, like salt, the amount demand- 
ed is little affected by the movement in price. The 
Varialion in demand in response lo a oariaHon in price 
is called the Elosficiiy of Demand. 

In the words of Marshall, "The elasticity (or 
responsiveness) of demand... . .. ...is great or small 
according as the amount demanded increases much 
or little for a given fall in price, and diminishes much 
or little for a given rise in price.”* 

Take the case of some good shirting cloth, 
^v•h^ch is being sold at 8 os. per yard. If the price 
suddenly drops down to 6 as. per yard, you may like 
to purchase it for two shirts rather than for one only. 
In this case, the amount demanded increases much 
for a small fa ll in price: price falls by 25 per cent, but 

5. MirtLtU. Fr{netrLt»/rcaq»fiiiu,p. 102. 
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thedemand rises by 50 percent; in other words, the rise 
in demand is more than proportionate to the rise in 
price. Similarly, if the price of the cloth rises by a 
small amount, the demand will fall considerably, i. e., 
more than proportionately. Hence the demand for it 
IS Dcry elasttc. Articles of luxury generally fall under 
this category 

Take, again, the case of salt. Salt is indispen* 
sable for us and our demand for it remains, more or 
less, the same irrespective of fluctuations in its 
price. Suppose, its price to-day is one anna per seer, 
if tomorrow it rises to two annas per seer, our dem* 
and for it will probably not decrease appreciably. In 
other words, the fall in demand is less than proportio- 
nate to the rise in the price. Similarly, the fall in 
P'lce will cause less than proportionate rise in demand. 
The demand in this case has very little elasticity, so 
much so that it is said to be inetaslic. Articles 
of necessity usually belong to this class. 

We have seen above the cases in which the 
demand varies more, or less. than proportionately as a 
result of a change in price. There are, however, some 
articles whose demand varies in exact proportion to 
the variations in price: if price becomes double, the 
demand falls by half, and vice versa. Demand, in 
such cases, is said to be elastic. This is the case., 
with articles of comfort 
The Measure of the Elasticity of Demand 

Economists measure the elasticity of demand by 
assuming one (‘1’) as the unit of elasticity. The 
elasticity (V) of the demand for a commodity is 
said to be one (‘I’) when demand changes proportio- 
nately with a change in price. Thus, if price becomes 
double, the demand becomes half; if price falls by 
50 per cent, the demand rises by the same percentage. 
Here the total amount spent on the article ( price per 
unit X the number of units purchased) always 
remains the same irrespective of price fluctuations. 
This is the case with articles of comforts. The 
elasticity of demand for such articles is expressed 
symbolically as below r— 

e=I 
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The elasticity of demand for a commodity is said 
to be more than one (!) when the change in demand 
is more than proportionate to the change in price. 
Thus, if price falls by 10 per cent, the demand may 
rise by 20 per cent, and vice versa. In this case the 
total amount spent on the commodity diminishes if 
the price rises, and increases if the price falls. This 
is the case with articles of luxuries. The elasticity of 
demand for such articles is expressed symbolically as 
below 

e>I 

The elasticity of demand for a commodity is 
said to be less than one (1) when the change in demand 
is less than proportionate to the change in price. Thus, 
if price falls by 20 per cent, the demand may rise by 
only 2 per cent, and I’icc I’crso. In this case, the total 
amount spent on the commodity increases when price 
rises, and falls when price sinks. This is the case with 
necessaries. The elasticity of demand for such articles 
is expressed symbolically as below 
e<I 

The following chart tabulates the above discuss- 
ion in a brief form ; — 


Degree of change j 

i 

1 

Symbol of 1 
elasticity 

Articles falling 
under each. 

Degree of ela> 

b ^ 

Proporuonate, 1 

i '■>' 1 

1 Articles o{ com. 
fort 

Elasticity 


More than propor ' 
tionate. 


Artictes oflutury. 

High elasticity 


Less than propor- 

1 

Articles of nece 

BSity 

1 Inelasticity. 


Chart Cxplamiog Elasticity of Demand, ' 

Curve to Show Elastic Demand 

The demand for cars is elastic.® The following 
is the Demand Schedule for cars 


9. The elaslicit}' ol demand for cats f* fairly small for an indiWdual. 
However cheap cars may hecame. nohody will renew Kis car or cars more 
than once a year. But it ia fairly large for the puhhe as a whole. Every 
time the price falls, a oew stratum of buyers comes up to purchase cars 
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Demand Schedule (for cars ) 

Price Re. 

Nd Demande 

10,000 

1.000 

8,000 

3,000 

5,000 

8,000 

4.000 

11,000 


The resulting curve (see below) gives the typical 
demand curve for such articles. The curve tends to 
be horizontal. 



Figure Shewing ol Demand {or Can. 

(Note — Mark the horizontal nature of the curve). 
Curve Illustrating Inelastic Demand 

Below IS given the demand schedule for salt. The 
demand for salt, as said above, is inelastic. 


PfK 


Demand Schedule (for Salt) 


: (Rr per maund) 

6 

4 . 

3 

2 


Quanlity 


Demanded (Maundi) 
100 
110 
115 
120 
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The resulting curve (see below) gives the demand 
curve for salt. The curve tends to be vertical. 



ICO no 120 130 
Mi/s. of Salt 


Figure SliQvring loebtUeUy of Demand for Sell. 

(Note — Mark the vertical nature of the curve) 
Conditions Governing Variations in Demand 

The following are the chief general conditions 
which determine elasticity of demand for any commo- 
dity 

(i) The Demand for Luxuries is Elastic while that for 
Necessaries, /ne/osfic—The reason for it is that certain 
things, which are essential to life, will be obtained at 
any price; whereas luxuries can be more easily dispen- 
sed with. 

The demand for necessaries for existence is so 
pressing that a man may be prepared to spend his 
all rather than go without them. The demand for 
conventional necessaries is also difficult to be put 
off. On the death of a member of his family a Hindu 
must give a feast irrespective of the price of the 
victuals. The force of conventions and customs is 
very great. The demand for necessaries for efficiency 
is not always and everywhere equally inelastic. Where 
standard of living is high they become as insistent as 
necessaries for existence or conventional necessaries; 
but if the standard of living is low, they lose their 
pressure and are allowed to go unsatisfied. 

^ Articles of comforts and luxuries are not absolu- 
tely indispensable so that their consumption is drast- 


52 INTRODUCTION TO ECONOMICS 

ically curtailed if prices nse. Their consumption is 
capable of enormous extension as well. As such, 
if their price rises, people begin to demand them in 
less than proportionate quantities : and if their price 
goes down , their demand increases more than 
proportionately. 

(2) Influence of Vartety of Uses — Generally speak- 
ing, those things have the most elastic demand which 
are capable of being put to many different uses. For, if 
their prices rise, they can be withdrawn from some uses: 
and if they fall, they may be devoted to other new 
uses. For instance, if water, during a drought, is, 
supplied at a very high rate by meter, people may 
apply it economically and scantily for bathing and 
washing purposes. But if it is supplied at a fixed 
annual charge, its use for every purpose is likely to be 
carried to the full satiety limit. 

(3) The Effect of Suhsiilules—Ths demand for a 
commodity, which has many substitutes, is more 
elastic than the demand for a commodity which has 
no substitutes. For. m the former case, if one of the 
commodities becomes cheaper than the others, the 
latter will lose some of their consumers in favour of 
the former The'expansion of demand for the cheaper 
commodity will be correspondingly greater than if 
its only source of increased demand had been 
enhanced consumption of the original buyers.'® 
Thus coffee is a substitute for tea. If the price of 
coffee rises appreciably, people may take to tea. 
Demand for coffee will fall substantially and that for 
tea, rise likewise. However, if no substitutes are 
available, as is the case with salt, the demand will 
not fall considerably as a result of a rise in price. 

(4) Influence of SensibJily and Acquired Tastes and 
Distastes — The demand for things also depends upon 
sensibility : some people care little for refined flavour 
in their tea provided they can get it as much as they 
like; while others crave for a high quality but are 

^ easily satiated. Constant use also gives rise to 
acquired tastes and distastes. A man who has 


10. See Scott, Tht Approach to Economtei p, 29 
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become used to writing on fine, glazed paper will 
continue to demand it irrespective of a rise m its price. 
Similarly, a man, who does not like coffee, will not 
demand it howsoever low its price may go. 

(5) Influence of Pnee — Elasticity of demand is 
small at very high and very low prices; it is great at 
medium prices. If the price of a commodity is very 
high, an ordinary rise or fall in price will not affect 
the demand for it because then it is bought by the rich 
alone who will buy it at any price.. If the price is 
very low.* everyone can buy who wishes to buy 
and an additional fall in price does not make any diffe- 
rence in the amount demanded^ But at medium price, 
it is consumed by the rich and the upper middle class 
people; so that if the price rises a little, the latter will 
cive up its consumption and the demand will shrink. 
On the other hand, if the price falls a little, lower 
middle class people, and even the poor, might begin to 
consume it and the demand* .may rise. Hence the 
elasticity is great at medium prices. 

The Cflse of One Class of Sociefy— The above 
statement refers to the demand of the society as a// 
whole. Tf we consider the demand of a class of 
people only, we will find that ’'the elasticity of 
demand is great for high prices and great, or at least 
considerable, for medium prices; but it declines as tbe 
price falls, and gradually fades away if the fall goes 
so far that satiety level is reached.”*' When ih'o 
price of a thing is very high relatively to any class, 
any considerable fall in its price causes d great in- 
crease in the demand for it. When the price drops 
to the middl^evel, those members of the class who 
occupy lower financial position begin to make some 
demand while the old consumers slightly increase 
their demand. The demand rises though not very 
briskly. But as the price falls, the demand increases 
only half-heartedly since most of it has already been 
satisfied. At tbe satiety level of tbe class, demand 
becomes thoroughly inelastic. * 

(6) Finally, the demand is generally more ela* 
Stic for. commodities which take up a larger proper* 


IL MRrtKall, Prin({;l<(e/ £eonomje}, p, 103, 
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tion of one’s income than for those which only take 
up a smaller^^ne. simply because one hardly thinks 
about the very small items. The demand for salt 
IS very inelastic partly because there is no substitute 
for it but also because so little is spent on it. 
Similarly, the demand for sewing cotton is inelastic 
because the cost of sewing cotton is so small a part 
of the cost of making clothes that nobody worries 
much about 

§ 3. SUPPLY 

Meaning of Supply 

Supply IS the quantity of a commodity that a 
seller offers for sale at a certain price. We cannot 
think of supply apart from price. Just as we distin- 
guished between desire and demand, so we must 
also dislingish between stock and supply. The stock 
is the quantity of goods that couW be sold; the supply 
IS the quantity that would be sold at a given price.^ 
If in a market at a particular day and at a particular 
time 2,000 maunds of wheat are offered for sale at 
Rs, 4 per maund, then 2.000 maunds is the supply of 
wheat at that price. But there might be a stock of 
10.000 maunds of wheat at that time, out of which 
only 2.000 mauqds are being offered for sale.’* 

Supply Price 

By supply price is meant the price at which a 
certain quantity of a commodity is offered for sale 
by its suppliers or sellers.** 


12. Se« Scod. op-etl , |>- 30 

13. Penaon. The Economietof Everyday lAje, Pirt I, p IIO 


14. Supply, according to DibUee. ta a group o( tacrificea mode b; 
preducera in xnanufacturing articlca of (be same kind II la usually and con- 
veniently measured IR quanliiiea and prices Similarly, demand U a group 
o( values o( (be same kvnd But be mam(aina (Ka( demand cannot be defi- 
nitely measured and must be considered as an indeterminate aggregate- 
because it cannot be definitely said bow many values wilt come within the 
operating field of a maiket See Dibblee The Lii’at of Stipplv and Csniand, 
pp. 38 39 pp. 18*19 
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The Lew oF Supply 

Supply varies with a change in price. It in- 
creases with a rise m price and decreases •with a fa!) 
in it. Thus both supply and price move together. 
This is known as the uaiv of Supply. 


The reason for the operation of the law is that 
if price increases, even those inefficient producers whose 
cost of production is high, find it profitable to put 
their produce on the market. And as the price goes 
on increasing, the output offered for sale keeps pace 
with it. On the other hand, if the price decreases, 
some producers whose cost of production is greater 
than the price, withhold their supply from the 
market and, therefore, the supply decreases. The 
following diagram compares the laws of demand and 
supply ; demand and price move inversely, while supply 
and price move together. 





Prite ind Drniend 
are indireclW Coiw«<\e«i 


•CiM of_ afuppLv 



Puce ani Suww are 
directlY Connettea 


FijureCompanns l)se L««r» «( Demand end Supply 


Supply Schedule 

A Supply Schedule is a list or a record showing 
the relationship between various prices and the supply 
of a particular commodity in a particular market on 
a particular day and at a particular time. The 
following is the supply schedule of a grain dealer for 
wheat in Mutthigunj (Allahabad) on the 1st June, 

1940 at 10 A. M.;- ^ 
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PRICE 

Rs. 

6 

5 

4 

3 

2 

1 


SUPPLY 

Mds. 

10.000 

9.000 

8.000 
6,500 
4.000 
1.600 


Supply Curve 

The supply schedule can be represented 



Figure Showing the Supply Curve. 

diagrammatically. The curve thus obtained is called 
the supply curve. The above supply curve is the 
diagrammatic representation of the supply schedule of 
gram given on the top of this page. 



CHAPTER IV 

VTHEORY OF VALUE 

A man is likely to be a better economist if be trusts to his common 
sense and practical instinets. than if he professess to study the theory of 
value and is resolved to find it easy — i/orsAaS. 

A very important pari of Economics is the study 
of the way in which value, or price, is determined; in 
other words, how the demand and supply balance. 
The Theory of Value (or price*) is the pivot on which 
the Science of Economics is based. Economics 
studies human activities in relation to wealth, and 
wealth consists of those articles which possess value ; 
so the theory of value is of prime importance to 
economists. ^ 

§1 THE THEORY OF VALUE 
The Theory of Value seeks to explain the 
following things : — .• 

\Jr^Why the purchaser pays a price for an 
article ? 

'2<-'^Vhy the seller demands a price for his 
commodit;^? 

VS.'-^ow price is determined ? 

We shall deal with each of these points one 
hy one. 

JOyhy Price is Paid ? 

A person is prepared to pay a price for a commo- 
dity because it satisfies his want or wants. And the 
more intense is the want that it satisfies, the higher 
is the price he is prepared to pay for it. If you are 
extremely hungry, you may offer Rs. 10 or even Rs. 100 
for a loaf of bread rather than" go"^ithout it. But 
after your hunger is appeased and the intensity of your 
present want reduced to minimum, you may not pay 
for it anything more than, say, 2 as. It follows, 
therefore, that the price that a person is willing to pay 
for the first unit of a commodity is considerable 


1. V*lue e^prcfted in term* nf money is celled puce. 
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because it satisfies his vrant at its most intense stage. 
For every successive unit the amount that he is prepared 
to pay. goes on diminishing. And if he continues 
his purchases, a point will, sooner or later, come when 
the money that he has to pay for a unit of a commo- 
dity IS equal to its utility to him. Obviously, no 
discrimination can be made, for all practical purposes, 
between the first and the final (or marginal) unit 
and the price paid for the former will be the 
same as that paid for the latter. In other words, 
the price per unit that a buyer is willing to pay is equal 
to the marginal utility. It is the maximum price that 
he can pay • he may pay less, but not more, than 
that. 

Why Price Is Charged ? 

A seller charges a price for a commodity because 
he incurs certain expenses in producing or acquiring it. 
He will not obviously sell the commodity at a price 
less than the expenses of production. It is the mini- 
mum price he will accept : he may charge nothing 
m addition to it. but he will not be satisfied with 
anything less than that. 

Fixetion of Price 

Buyer’s maximum, then, is determined by the 
marginal utility : he will not pay more than this. 
Similarly, seller’s minimum is determined by the 
expenses of production: he will not accept less than 
this. The actual price is fixed somewhere in 
between these two limits by the relative influence of 
demand end supply. The price at which demand equals 
supply is the price at which business Is done. In other 
words, price is determined by the equilibrium of the 
forces of demand and supply. 

Expenses and Cost of Production 

In the present discussion, we shall have to make 
frequent use of the terms cost and expenses of 
production. It is. therefore, necessary to distinguish 
between these two terms. 

Production involves efforts and sacrificies. The 
efforts and sacrifices involved in producing a commo- 
dity constitute its Real Cost or Cost of Production. 



THfiOfty OF VALUE 


39 


Marshal! says. “The exertion of all the different kinds 
of labour that are directly or indirectly involved m 
making it, together ^vith the abstinence or rather the 
waiting required for saving the capital used »n making 
It — all these efforts and sacrifices together will be called 
the real cost of production of the commodity.” * 

Efforts and sacriftces. however, cannot be easily 
measured in themselves. But they can be measured 
in terms of money for which they are purchased. The 
amount of money spent in producing a commodity 
is called its Money Cosf oj ProdtxcHon or Cost Price or 
Expenses of Production. In the words of Marshall, 
“the sums of money that have to be paid for these 
efforts and sacrifices will be called either its money 
cost of production, or for shortness, its expenses of 
production; they are the pnccs which hnie to be 
paid in order to call forth an adequate supply of the 
efforts and waitings that are required for making it, or, 
in other words, they are its supply price.”* 

Time Element in the Theory of Value 

Time clement is of profound significance in the 
theory of value and modifies the application of the 
theory to the actual conditions. The theory of value, i 
as dealt with above, is very general, its application! 
varies according to the time involved in the determi-l 
nation of the price. Two specific cases are disting- \ 
uishable ; (1) Value or price as determined in short 
period, called Short Period or Market Price : and (21 
Value or price as determined in long period, called 
Long Period or Normal Price. We shall discuss them 
in the following sections. 

2. Rfarshall. a/^iswjiwiw. rf. 333 339 

3. ritti. p«ge 339. In Tnany text-book*. coit of production *nil ex 

penjes of production are ollen used a« synonyms Marstiall let fall a hint of 
eaufion on tins point. Mill and some olhce economists, he says, have followed 
the practice of ordinary life in using llie (erai. 'tost of production in two 
senses, sometimes lo signify the difficulty of producing a thing, and sometimes 
to express the outlay of money that has to be incurred in Order to induce 
people to overcome this difficult and produce it Bui by parsing from one 
use of the lertn to the other svithout giving explicit warning, they have led 
to many misunderstandings and much barren controversy,” Marshall, i'cona. 
«ici of Musiry, p. 195 B. { 
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§ 2. THE MARKET PRICE OR THE TEMPORARY 
EQUILIBRIUM OF DEMAND AND SUPPLY 

First, we shall describe how the price of a 
commodity is determined in the market, in short 
period. The price prevailing in the market in 
short period, say, at any particular moment or day or 
week, IS known as Market or Short Period Price and is 
the object of our discussion. 

We take the example of a wheat market. Let 
Its assume, for the sake of simplicity, that all the 
wheat m the market is of" the same quality. The 
quantity which each seller would be willing to sell at 
any particular price will depend upon his own need 
for money and by his estimate of the future and 
present conditions of the wheat markets. There are 
some prices which no seller would accept; some, 
which no one would refuse. There are other inter- 
mediate prices which will be acceptable to some and 
not to others. At some price some would offer a 
particular quantity for sale but may offer more if 
price goes up. Let us suppose that when the price of 
wheat is Rs. 2 per maund, 500 maunds are offered 
for sale. If price rises to Rs. 2-8-0 per maund, another 
200 maunds will be offered, while the holders of ano- 
ther 200 maunds would be tempted to sell only at 
Rs. 3 per maund. 

Again, let us suppose that if the price is Rs. 3 
per maund, only 6(X) maunds would be purchased; 
if Rs, 2-8-0 per maunds. another 100 maunds will be 
purcabsed : and that at Rs. 2 per maund yet another 
250 maunds. 


These facts may be put in a table in the follow- 
ing way : — 


At the price 

, Holders Will be 

1 willing to sell j 

! Buyers will be will- 
I mg to self 

Rs. as. p 

Maunds ^ 


3 0 0 

900 

600 

2 8 0 

700 

700 

2 0 0 

500 1 

950 



THEORy OP VALUE 


Now, suppose the price at any particular time is 
below Rs. 2*8-0 per maund. At this price even those 
sellers who would sell at that price rather than leave 
the market would argue that at that price, the demand 
would be more than the supply; so they will wait and 
by waiting help to bring the price up. 

If the price rises above Rs. 2-8-0 per maund. 
buyers will argue that the supply will be much greater 
than the demand at that price; therefore, even those 
of them who would rather pay that price than go 
unserved, wait; and by waiting help to bring the price 
down. 

So the price will be tossed hither and thither like 
a shuttle-cock, as one side or the other gets the better 
in the ‘'higgling and bargaining” of the market. But 
ultimately ousiness ivill he done ot Rs. 2-5-0 per maund, 
at which price the demand and supply are equal : for, as 
we have seen, business can not be done either at a 
higher ora lower price than that. 

In order to represent the above figures graphi* 
cally, let us take OX for representing quantity of the 
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is drawn and the supply curve SS' is constructed. 
They cut at P. Therefore, P is the Price at which 
transactions take place. At PQ price. OQ quantity 
of the commodity can be sold. 

We conclude, therefore, that "in any market at 
any time the price will be so adjusted, through the 
competition of buyers and sellers, that the quantity 
demanded will be equal to the quantity offered at 
that price.”* This is called the “temporary equili- 
brium price” (Marshall) or the “equation” price (Mill). 
The Relative Strength of Demand and Supply in Determin- 
ing Market Price 

Price, as we know, is determined bv the relative 
strength of demand and supply some\vhe^e between 
the marginal utility and expenses of producJtion. But 
the question is • which of these two forces exerts a 
greater decisive Influence in the determination of price 
in short period ? 

In short period the supply is fixed. For ins- 
tance, on a particular day at a particular time the 
supply of fish m the fish market is fixedi and can- 
■ not change in response to a change in price. But 
Ithere is no such fixity with regard to the dernand for 
• Tish : demand may increase or decrease- In the 
determination of the market price, the supply is a fixed 
and given factor; it is the variations in demand which 
determine price. If demand rises, price shoots up: if 
the former decreases, the latter sinks. 

\ 3. NORMAL PRICE OR EQUILIBRIUM OF NORMAL 
DEMAND AND SUPPLY 

Normel Price 

The market price of a commodity may vary 
from day to day and from time to time, hut if we 
analyse such market fluctuations over a fairly long 
period, we will find a more or less constant price above 
and below which the market price tends to fluctuate. 
The price level to which the market price fends to 
return repeatedly is the price prevailing in the long 

4. Nieholioa. EUiTunliefpol^i-aZ Se^miymy, p. 225. 
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period and is called Long Period or Normal Price’ . As 
the normal price approximates cost price, it is also 
sometimes defined as the price which corresponds 
with the cost of production. 

///usfro/ron— The monthly prices of bananas in 
the year 1939 are given below ; 

Perdoreo {«*,} 


janua'ry 2 

February 3 

March 4 

April 3 

May 2 

June 3 

July 4 

August 5 

September 2 

October 3 

November 3 

December 2 


These ore the market prices prevailing in various 
months.* The variations m prices arc brisk. But if ^ 
you take an average of these prices, you will get 

at (2+3+4 + 3 + 2+3+4+5+2 + 3 + 3+2 = 36/12=) 

3as. All these prices fluctuate above and below 3as. 
Three annas per dozen, then, is the Long Period or 
Normal Price . 

5. “MjirJfet prjeefr ihet hr Ae pners at whjch goods afe Bitval]}' j£>3J 

(rorn day lo day, are variable and irregular >n iKeir operation But behind 

most market pricea are h’orwioJ which are much less subiecl to changes. 

This IS because (he condidoos of production are more stable than (he market 
conditions under which goods are bought arid sold, and serve constantly to 
recall prices from the more or less violent fluctuations of the market," — Seager 
Prtnsiplrs 0/ K onoiiiic*. p. 120. 

'It has been assumed that the same price rules throughout the month : 
or, that these are the monthly averages. 

6. Also see Moreland, ifss rniradtulien <9 Econsmiei, pp, 208-9. 
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Determination of Normal Prtce 

The normal pnce of a commodity is determined 
by the forces of demand and supply, as is the case in 
the short period. But here the expenses of production 
play the decisive role. For, if the norma) price remains 
above its expenses of production, profits will accrue; 
consequently, production will increase, new producers 
will be attracted to the industry while old producers 
will be impelled to increase their volume of production. 
The supply having thus increased, the price will fall 
down. On the other hand, if the normal price is lower 
than the expenses of production, reverse conditions 
will occur : losses will begin to appear and production 
will be curtailed — some producers will withdraw and 
others will work for shorter j>eriod. These conditions 
will result in the reduction or the supply and so cause 
price to rise again. Thus for a given output, normal 
pnce must be equal to the expenses of production in thei 
long period^. It is apparent, therefore, that in this' 
case (normal) price tends to approximate the expenses 
of production. 

Article Having No or Little Cost of Production 

The statement that 'the value of a commodity is 
normally equal to its cost of production* sometimes 
misleads students to suppose that 'it is the cost of 
production of a commodity which gives it its value, 
so that if there were no cost of production, there 
would be no value.’ Cost of production, it should be 
borne in mind, represents only the supply side of the 
equation of exchange, and does not concern itself 
with its demand side. But price is determined both 
by demand and supply. As such, the above statement 
is not quite correct. 

An article may have little or no cost of produ* 
ction but may be extremely valuable. Suppose you 
see a diamond lying in a desert you are crossing. You 
lift It up. Its value is immense though its cost of 

7. The expenses of production of different firms differ It may be 
ashed, therefore, v^hicK is the lum wikoee coat of production, v/e are refer* 
ring to above ? It is the average or the ‘'representative firm." See Marshall. 
PrsiWiplffs of Eeonomtes, pages 343.M3. 
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production is negligible — you had simply to bend 
yourself and pick it up. Why ? Because the demand 
for diamonds is far greater than their supply. 

Again, an article may have high cost of produc- 
tion but little value. If somebody takes into his 
head to construct a house in a desert, it will be a very 
costly project, indeed. But since few will like to live 
in the midst of a desert, its value will be very little. 
Its cost is great but the demand for it is so small that 
its value is very low. 

Price, it should be remembered, is the function of 
both the demand and the supply. 

Market and Normal Price * 

The difference between market price and normal 
price is’probably clear by this time. Market price is 
t the price ruling at any particular time, normal price is 
She price which rules in the long period. Norma! price 
equals cost price; market price tends to be equal to 
the normal price and. therefore, cost price. Normal price 
is an average of the various market prices prevailing 
in the period considered to be long. 

§ u. RELATIONSHIP BETWEEN MARKET PRICE, 
NORMAL PRICE AND COST PRICE 

From the above discussion it is plain that there 
is a very close relationship between market price, cost 
price and normal price. Normal price is equal to 
the cost price or money cost of production. And mar* 
ket price fluctuates round normal price : it may vary 
from time to time but it cannot remain far away from 
the normal price for any considerable period. If 
it remains higher than normal price for long, un- 
usual profits will begin to appear, production will 
increase in consequence, and. demand remaining the 
same, the market price will tend to fall. This move- 
ment will stop only when the market price comes 
close to the normal price and unusual profits cease to 
occur. Similar reasoning will show that the market 
price cannot remain below normal price for long. For, 
if this happens, unusual losses will begin to appear, 
production will shrink in consequence, and demand 
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remaining the same, market price will tend to rise. 
This upward movement will stop only when the mar- 
ket price comes close to the normal price and unusual 
losses cease to occur. Thus the market price cannot 
diverge violently from the normal price for long; it 
simply fluctuates just above and below the normal 
price and shortly returns towards it. 


I PktrMPrK*) 





Figure eKowmg the relationship between mnricet price, normal price 

Normal price, then, equals cost price : and mar-i 
ket price fluctuates around the normal or cost price.) 
always showing tendency to kiss the latter. The/ 
above diagram illustrates this point fairly well. 

§ 5 . INFLUENCE OF UTILITY AND COST OF 
PRODUCTION ON PRICE 

It is sometimes controverted whether money 
cost of production or utility governs price. As a 
matter of fact, both determine price, m the short 
and long periods alike. In the short period, however, 
supply is fixed and demand vanes, therefore, demand 
(or marginal utility) exerts a more significant influence. 
In short period, then, the price is determined by 
demand in relation to supply, or marginal utility in 
relation to expenses of production. In the long period, 
expenses of prodaetion are of supreme importance, 
as shown above; and demand or marginal utility 
is eclipsed by its influence. Hence normal price 
is determined by expenses of production in relation 
to utility. 

In connection with this controversy, Marshall 
very aptly observes : We might as reasonably dispute 
whether it is the upper or the under blade of a pair of 
scissors that cuts a piece of paper, as whether value is 
governed by utility or cost of production. It is true 
that when one blade is held still, and the cutting is 
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effected by moving the other, we may say with careless 
brevity that the cutting JS done by the second: but the 
statement is not strictly accurate. In the same way. 
in short period, if a person chooses to take the stock 
for granted and say that the price is governed by 
demand, his brevity may perhaps be excused so long 
as he does not claim strict accuracy. In the long period, 
similarly, if a person takes it for granted that there 
will any how be enough demand for the commodity, 
he may be excused for ignoring the influence of 
demand, and speaking of (normal) price as governed by 
cost of production — provided only he does not claim 
scientific accuracy. Thus we may conclude that. 
OS a general rule, the shorter the period which we are 
considering, the greater must be the share of our 
attention which is given to the influence of demand on 
value: and the longer the period, the more important 
wii! be the influence of cost of production on value,® 


'8, ManWl pp, S4S.3fO, 
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MONEY 

MoDcy IS die centre around vrkicli economic aeienee clusters— 

After discussing the Theory of Value, which is 
the essence of Exchange, w’e now pass on to the dis- 
cussion of the Exchange Mechanism. Let us first 
take up the study of Money 

\ I. MONEY. 

Origin and History of Money 

Barter, we learnt in the preceding chapter, has 
three shortcomings, namely, the improbability of coinci- 
dence between persons wanting and persons possess- 
ing: the complexity of exchanges, which are not made 
in terms of one single substance: and the need of some 
means of dniding and distributing valuable articIesL 
To remove these defects, men, at a very early stage, 
fixed upon some intermediate commodity which began to 
be universally accepted in exchange for goods and 
services, which formed a basis for the measurement 
and compansion of the value of other commodities 
and m which shape value could be subdivided. This, 
they called Money. 

The actual form assumed by money since its 
origin, has been extremely variable. Living as we now 
do in civilized communities and accustomed as we are 
to the use of metallic coins and paper notes, we 
popularly pick up the habit of identifying money with 
them. But m early times money existed in diffe- 
rent forms*. In the hunting stage, furs and skins 
were employed as money. In the pastoral stage, 
the next higher stage of civilization, they were repla- 
ced by sheep and cattle. A passion for personal 
decoration being one of the most primitive and 
powerful instincts of the human race, ornaments 

1. W. S. JevoDs, Jlf^n^V oKt Ot* ilttlKmism ef Exchange, p. 13. 

2. See Ridgewiy. Th* Origin o/ ilelallte Currmcjr anJ ITrifU 
SlanJanii; Powert. The Tribr$ c/ Ca7i/ar«ts , Pow5L Tra*fci*rt'>^s in ■ 
Tl'tW Cimnlrj) , etc 
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also began to be circulated as money. In the agricul- 
tural stage, corn, "hovtfries^ , etc., were used for the 
purpose. Later on. articles like cotton cloth, salt, etc., 
were tried. All of them were, however. found 
wanting in some respect or the other, and were 
finally replaced by gold and silver. The latest form 
of money is the paper money, which is decidedly 
its most convenient and the most economical 
type.^ 

Definition of Money 

Different writers have defined ‘money’ (or 
‘currency’®) in different ways. It is defined some- 
times narrowly and at others broadly. In the 
narrow sense, money refers to metallic coins only. 
In the broad sense, money signifies each and 
every form of the medium of exchange— metallic 
coins, currency notes, cheques and bills of exchange. 
Modern economists, however, steer the mid-way and 
define money as a commoiily which is generally accefitO' 
hie in final payment of dues. Ely defines money as 
"anything that passes freely from hand to hand as a 
medium of exchange and rs generally received in final 
discharge of debts."^ 

The following diagram illustrates the meaning 
of the term money. The smallest circle represents 
money In the narrow sense, the bigger circle, m the 

1 Money aod" currency »re intereLangeeMe terms. All tie thing* 
current at money eanilitate 'CtirmeiT. 

4 Robertson deFine* money as • eommodity whieh is used to denote 
anything svhich is svidely eccepted in payment for goods, or in discharge of 
other kinds of business obligation. Robertson, Monry, J. M. Keynes says. 
"Money is that by the delivery of swbwb debt contracts and price contracts are 
discharged and in the shape of which general purchasing power is 
hald’*— ]. M. Keynes. TrtaliH on Honey, Vsiunta I. 
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proper sense and the biggest circle, in the broad 
sense. 



Fjjuffl ihe scope of tks term ''Monsy."® 

According to this definition, cheques are not 
money. They are not legal tender and may not 
be accepted from persons little known or of 
little credit. As such, they do not pass freely from 
hand to hand and are not money. The same is true of 
Huniies. Currency Notes, on the other hand, are legal 
tender and are usually issued by authority of unim* 
peachable soundness. Consequently, they are freely 
acceptable and are money. Pice or one-ormo pieces are 
legal tender to the extent of Re. 1 only. They arc 
not acceptable freely after that limit partly because 
they lose their legal tender character and partly because 
they become inconvenient : and consequently cease to 
be money after that point. 

5. Siudeotj may rememher ilie foOowui^ • — 
la narrow tease, Moncy^Meuilie Moaey. 

la wide tense. MpoeysMetallM moacy+Faper Money+BJlt 
ofExebaase, cheque* etc. 

|b freper teote. MeeeysMeullM Moecy^f Piper Mosey, 
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Punctions oF Money 

Money performs four main functions® which are 
as follows 

(1) Common Medium of Exchange — The fundamen- 
tal function of money is to act as a common medium 
of exchange. The significance of the word 'medium^ is 
that it becomes an intermediate thing m the commerce 
between the producers and consumers of any and 
every article^. Goods, instead of being exchanged 
directly for other goods as under barter economy, 
are bought with, and sold for. money. Money thus 
becomes a universal tool for making exchanges. It is 
freely acceptable in exchange for all other commodities: 
and its owner is able to get for it anything he likes 
without any inconvenience. This is the primary function 
of money, other functions having been derived from it. 
It is essentially ihe Money Function. Whatever performs 
this function, does this work, is money®. This function 
does away with the necessity of the double coincidence 
of wants which has to be faced under the barter system. 

(2) A Common Measure of Value— -The first func- 
tion of money has for its natural corollary the second 
function, namely, to act as a common measure of value. 
When persons become used to exchange things for one 

^ particular commodity (money), they measure the values 
! of all the articles in the terms of the latter alone, so 
‘ that all exchanges are most readily calculated and 
‘ adjusted by a comparison of the money values of the 
, things exchanged. Money, thus, becomes a common 
measure of value. 

' ^ (3) Store of Value — The third function of money 

^ is to enable its owner to preserve value in this shape 
^ (o’"® period, without any fear of loss®. Metal- 

^ lie money wears out very slowly and is an ideal 

;{ Money is b fnaltrr of fuDCtlons four. 

|jj A medium, a measure, s standard, a store, 

7. Walker. Po?»licaI Ecorumy. p. 122 

8. Walker, op. eif„ p. 123 

9. Wken we speak of value keing stored in money, we do not imply 
that value is something inlrlnsfc in moncTt we mean that money is a durable 
thing and that it is always stleabZe—Tiinier, fn^rAfuoftoH fo iEVvnormVr, p, 202. 
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store of value. Paper notes do not fulfil this function 
very well. 

The storing of value in the form of goods is not 
as convenient as in that of money mainly because 
goods deteriorate through passage of time; and their 
value fluctuates widely. Moreover, they occupy much 
space. Such difficulties do not arise in the case 
of money. If the owner of money were to suffer 
loss by not exchanging it at once, much of its useful- 
ness will, indeed, he lost. 

(4) A StanJard of Deferred Payments — In the 
industrial society of to-day, loans are daily given and 
taken and the repayment is deferred or postponed to 
a future date. In such cases, it is only just that the 
borrower should return to the lender the same value 
which he had borrowed. This is possible if lendings 
and borrowings are carried on in terms of money, 
whose value remains fairly stable: and not in terms 
of other goods or services, whose value is subject to 
wide and frequent fluctuations. Money thus becomes 
the measure by which the value of future payments is 
regulated. 

Attributes of a Good Money Commodity 

The commodity of which money is made has 
to be carefully selected so that money may fulfil its 
functions fairly well. An ideal money material should 
possess the following qualities*® : — 

(i) Utility or General AcceptahilHy~Genera\ 
acceptability is the very essence of money. Unless 
a person knows that the money which he accepts in 
exchange for his goods or services, will be taken with- 
out any objection by others as well, he will not accept 
it i.e., it will cease to be current. A commodity can 
possess general acceptability if it has some intrinsic 
utility independent of its value for monetary purposes. 
Gold and silver are generally acceptable by all without 
10. The chief quslitiee are Cogniacib^it^, Utility, Portahihty. Durabilit/. 
Indestructibility. Stability, Homogeoei^. The Rrst letlera of these tertn 
malce *'CUP. DISH”. By tlua formula, these attributes can be easily 
remembered. Malleability is anollier quality, which may be ■<> the eoi 

as the eighth attribute. 
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any Hesitation because tbcy are used for ornamental 
purposes''. 

(2) Portahility — A commodity fit to be 'used as 
money must be sucH that it can be easily and cheaply 
transported from one place to the other. In other 
words, it must possess high value in small bulk. 
Precious metals possess this quality. In the case of 
oxen and grain, a small value occupies a large bulk 
and weight; hence they are unsuited as money com- 
modity. 

(3) InJestracfihilily or Durahililv — As money is 
to be passed about »n trade and kept in reserve, it 
must not be subject to easy deterioration, either in 
itself or as a result of wear and tear. "It must not 
evaporate like alcohol, nor putrefy like animal sub" 
stances, nor decay like wood, nor rust like iron. 
Destructible articles, such as eggs, dried cod fish, 
cattle, or oil. have certainly been used a.s currency : 
but what Is treated as money one day must soon 
afterwards be eaten up”” Gold coins are very 
lasting : they take about 8.000 years to wear out com- 
pletely. Silver coins are not equally lasting but wear 
out fairly slowly. As such gold and silver are con- 
sidered to be excellent money commodities. 

(4) Homogeneity— AW portions or specimens of 
the substance use^ as money should be homogeneous, 
that is, of the same quality, so that equal weights 
have exactly the same value. In order that a com- 
modity may be used as a measure of value, it is 
essential that its units are similar in all respects. 
Gold and silver are of the«ame quality throughout: 
their various parts are similar in chemical and physical 
constitutions and their consistency is the same 
throughout the mass. 

11. Same students may think that paper, of which paper note is 
made, does not possess any ulility indepeodent of its ralue as money s hence, 
it should be generally acceptable But in actual practice Jt is not exactly so. 
It must be remembered by them that certain cash or gold resources or 
securities always back the notea; an that the note is made of not only paper, 
hut also of the resources hacking it. 

12. W. S, Jevoos. op. est. pp, 363? 
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(5) The money material should be 
capable of dwision; and the aggregate value of the 
mass after division should be almost exactly the same 
as before If we use diamond as money and per 
chance it drops from our hand and hreahs, we will 
suffer enormous loss. This is not the case with 
precious metals Their portions can be melted and 
remelted together any number of times without much 
loss. 

(6) MaVeahtlii ^ — The money material should be 
capable of being melted, beaten and given convenient 
shapes. It should neither be too hard nor too soft, 
If the former, it cannot be easily coined; if the latter, 
it would not last long. 

(7) Co^nisciJih7v~By it we mean the capability 
of a substance for being easily recognised and distin* 
guished from all other substances. As a medium of 
exchange, money has to be continually handed about 
and It will cause great inconvenience if every person 
receiving money were to scrutinize, weigh and lest it. 
It should have certain distinct marks which nobody 
can mistake. Gold and silver are at once recognized 
by their distinctive colour, metallic ring and heavy 
weight for small bulk. and. as such, satisfy this condi- 
tion admirably. 

(8) SloBilify of Vflfue — Money should not be sub- 
ject to fluctuations in value. Fluctuating standard of 
value is just like a changing yard or seer. The value 
of a material which is used to measure the value of 
other material, must he stable. 

People employ money as a standard of value 
for long period contracts; and they often pay 
as much money as they had borrowed after some 
time. Hence a change in the value of money over 
a long period inflicts injury on some sections of society. 
Fluctuations {n the value of money at any particular 
time are also injurioiis. If a labourer who has earned 
eight annas today to be spent to-morrow, finds in the 
mean time its value (that is. purchasing power) reduced 
by half, he would be seriously injured. 
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The value of gold remains more or less stable 
as its yearly output is small compared with the great 
quantity already in existence The value of silver, 
however, is not so stable. 

Classification of Money 

(A) Metallic and Paper Money — Money may be 
classified into two simple classes: (1) The money prin- 
ted on, or made of, some metal, called metallic money. 
It has an intrinsic value, i.e.. some value independent 
of its monetary value ; and (2) The money printed 
on a piece of paper, called paper money, e.g.. the 
Reserve Bank note. It has no intrinsic value other 
than its value as a monetary unit'*. 

(B) LtimUed and Unlimiled Le^al Tender — Money 
is always legal tender but the extent to which it is 
legal tender differs. The degree of its legal tender 
character is another standpoint of its classification. 

By legal tender is denoted the money which a 
creditor is, by law, bound to accept m discharge of 
debts. A refusal on the part of the creditor to accept 
it as such, amounts to a legal offence punishable by 
law. According to our definition of money, a commo- 
dity called money must be generally acceplohlc. This 
can happen only if it is legal lender. Hence money 
is always legal tender ; and anything which is legal 
tender is money, A commodity which is not legal 
tender cannot be regarded as money. 

Money may be limited legal tender or unlimiled 
legal tender. The unlimited legal tender is the money 
which can be legally tenderd or given by the debtor 
to his creditor to any extent whatsoever. In India 
rupees sad eight-anna bits are um'imitca' fcgaf fenefer: 
so also are the Reserve Bank notes. Limited legal 
tender, on the other hand, is the money which is ten- 
derable only up to a limited extent. In our country 
two-anna and one-anna pieces and the pice are limited 
legal tender. 


13. Unlesi we regard tbe Reaerre behind it •« repreaenting ita 
iotriaiie worth. 
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Importance of Money 

Money has always been held in high esteem and 
the influence of pecuniary calculus upon ethical stan- 
dards has been very definite. As Horrace wrote — 

All things human and divine, renown, 

Honour and worth, at money’s shrine go down, 
Pope similarly writes — 

There London’s voice, get money, money still, 

And then let virtue follow if she will. 

Prof. Davenport gives the following impressive 
description of the social importance of money: More 
and more human effort human interests and desires 
and ambitions fall under the common denomination 
of money. Health is easier for him who has the 
wherewithal to pay for goods, foods and medicines, 
to travel and employ good nursing and to command 
capable physicians and efficient surgeons. And in 
their degree also, love and pity and respect and place 
are bought and sold upon the market. All economic 
comparisons are made in money terms, not m terms 
of beauty or of artistic merit or of moral deserving. 

The economic importance of money eclipses its 
social importance. A chemist has his delicate balance 
for measurement ; the physicist has his finely graduated 
ruler; the economist similarly employs money as a 
rough measure. The whole economic science is based 
on money ; economic motives and activities are mea- 
sured by it. 

While studying Consumption we had to take the 
help of money at every stage. We arranged the items 
of our expenditure in order of their utility which is 
measured with the measuring rod of money. The 
urgency of our wants, the satisfaction derived from 
the consumption of a commodity and such other 
motives are measured by money. 

Production is greatly facilitated by the use of 
money. The modem large scale production is based 
on division of labour, which, m its turn, is the gift of 
the introduction of money. 
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Under Exchange, the importance of money 
shows itself most prominently. The old barter eco* 
nomy was characterised with serious shortcomings, 
to remove which men had to hit upon a universal 
“go-between” in exchange of commodities. Now-a-days 
almost all the transactions are carried on in terms 
of money. 

Money plays an important role in the Distribu- 
tion of wealth and income of a group of co-operative 
agents of production. The share of various agents 
is determined and paid in terms of money. The dis- 
tribution of social energy amongst the various forms 
of enterprizes takes place through the medium of 
money. Whenever any business shows high money 
profits, people begin to invest money in it. 

Indeed, in every phase of Economics, money 
makes its appearance with superb prominence. Econo- 
mic science. Marshall aptly remarks, clusters round 
money. 

§ 2. METALLIC MONEY 

Coins 

In modern times, metallic money takes the 
shape of coins. In primitive days, precious metals 
in their rude form were used for this purpose. The 
system was very inconvenient; money had to be 
weighed and assayed each time an exchange was 
effected. Hence, the system of shaped pieces of the 
metal, whose weight and fineness was certified by a 
mark or stamp, came into vogue. This form of 
money, however, was open to clipping, i.e., cutting 
away of the small particles of the metals, and abra- 
sion, i.e., the practice of putting a larger number of 
coins into a bag and shaking it so as to remove small 
fragments of the metal. The next stage, therefore, 
was marked by the advent of the coin, i.e., a piece of 
metal of a particular shape bearing a seal of a certain 
weight and fineness. After some time the edges of 
these coins began to be milled and impressed with 
a complex and artistic design so as to make counter- 
feiting ^fficult. Thus the modem coin came into 
being. Coins are defined by Jevons as «n^o/so/tohich 
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Gratuitous Coinage, Brassage end Seigniorage 

Free coinage does not necessarily mean that 
the state converts metal into coins free of any charge. 
It may or may not do so. When it does not make 
any such charge, the coinage is said to be gratuitous. 
Where the Government levies a charge for coinage 
just equal to the cost of minting the coins, the charge 
is called mintage or brassage. If the Government 
charges something over and above the cost of mint- 
ing. the additional charge so made is called Sei^- 
niorage^^. 

///uslroiion-“ Suppose there IS free coinage in any 
particular country, if you give one ounce of gold 
and get it converted into coins free of charge, the 
coinage is grcluiious. But if the cost of minting is 1 
per cent and the minting charges have to he paid to 
this extent, then 1 per cent charge is the brassage or 
mintage. If the State charges 3 per cent in place of 
1 per cent for minting, 2 per cent additional charge is 
seigniorage. 

These three systems of coinage are to be found 
only in case of free coinage and not in case of limited 
coinage. The following diagram gives the conse- 
quential four systems of coinage : 

Coinage 


1 

Fre e Limited (4) 

Without any payment With payment 
(Grofui/oas) (2) j 


Sressnge (2) Brassage and 

Seigniorage (5) 

16. Wlien iKe Government maWs « profit out of tko coinege by 
fixing » low Ug»l tender, ibe ersouat (abea in addition to tbe cost of coinage 

i* called seigniorage.— Penson. ey. p. \. pp. 122 . 123 . 
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Debasement 

The reduction of the weight, or fineness, or both, 
of the metal contained in a coin is called debasement*'^. 
Debasement through the reduction in the fineness of 
metal can generally be practised only by the Govern- 
ment. Weight can be r^uced by others as well. The 
following are the chief methods adopted for this 
purpose 

(f) cupping, i.e„ the cutting away of small por- 
tions from the edges of the coins. . 

(2) Siveatlng, i.e., the reduction of the quantity 
of the metal in the coin by the action of corrosive 
chemicals. 

(3) Ahrasion, i.e.. the practice of shaking up 
the coins in a bag and then by removing minute parti- 
cles of the metal. 

Standard and Token Corns 

A siandard coin is one whose face value is equal 
to its intrinsic value. It is the principal money of the 
realm and is unlimited legal tender subject to free 

17. It b«« »emctim«t happened ■* in Tudor timet, tKat tbe sovereign 
bet issued money containing test than tbe sundard amount ot precious raetal 
This difference between l(ic standard and real value la called debasement. 
(See Diagram) 

C 


D D 

c ..|„ j- C 

X 1“ 


Let AC=Kominal value of tbe cmn 

BD=: Legal amount of metal in ibe coin. 
BGaiActual amount nf netol in tbe coin 
Then CE— Brassage. 

EO=Seigniorage. 

DG cs Debasement. 

t-wi. p. m) 
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coinage. Since its face value and intrinsic value are 
the same, it is also called the 'fulLbodied coin . A token 
coin, on the other hand, is the one whose face value is 
greater than its intrinsic value. It is the subsidiary 
money and is limited legal tender subject to limited 
coinage. Token coins are variously styled as the ‘fiat 
coins or money since theirvalue depends, not on their 
intrinsic worth, but on the order of the State. 

Before September 1931, the gold sovereign in 
the United Kingdom was the standard coin of that 
country. But at present she has gone off gold, and 
paper-pound sterling has replaced the gold sovereign, 
iirlridia, there is no standard com m the strict sense 
of the term. Our principal coin Is the rupee which is 
standard money in so far as it is the principal money 
of the realm and is unlimited legal tender, and also 
token money in as much as its face value is greater 
than its intrinsic value and it is subject to limited 
coinage. Because of its hybrid character, it has been 
well styled as the "token standard’*. Some economists, 
however, like to call it the standard money of India 
for “as long as the main currency is m rupees, all 
contracts are made and taxes calculated in rupees, 
and rupees are the legal tender to any amount, the 
rupee is really the standard”. 

§ 3. PAPER MONEY 

In the modern State, we find considerable quan- 
tity of paper money circulating side by side with 
metallic money. The term paper money refers to 
Government or Bank notes which pass freely from 
hand to hand. Cheques and bills of exchange are not 
included under paper money. 

The real nature of paper money was well expre- 
ssed by Ricardo when he said that the whole charge 
for paper money may be considered as seigmorge. 
Though it has no intrinsic value, yet by limiting its 
quantity, its value in exchange is made as great as an 
equal denomination of coin, or of bullion in that com. 
It is not necessary that paper money should be pay- 
able in metallic coins to secure its value; it is only 
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necessary that its quantity should be regulated 
according to the value of the metal which is declared 
to be the standard. 

Advantages of Paper Money 

Paper money is becoming increasingly more 
popular because of the many advantages that it 
possesses . — 

{1) It is very light and handy and therefore, can 
be easily and cheaply earned over long dtslances. This 
advantage becomes marked when large sums have to 
be paid to somebody far far away. 

(2) It IS very economical. The cost of making it 
IS very small. A sheet of paper and a printing press 
enables the Government to print money worth lacs 
and crores of rupees. Compare it with the great 
cost involved in digging the metal, transporting it to 
the mint and coming it. which the metallic money 
necessarily involves. 

(,?) It contains a very large Value in a small Volume- 

{4) In times of national emergency and financial 
stringency, the Government need not find itself handi* 
capped by lack of money materia]. It can set the 
printing press to work and print as much money as it 
likes. 

Disadvantages of Paper Money 

Paper money suffers from two mam dements:— 

(1) The Government, if it so wishes, may go on 
pnntmg notes to such an extent that their value goes 
down drastically. This, however, can be checked if 
the issue of paper is kept under the control of a Central 
or Reserve Bank independent of the undue Govern* 
ment influence. 

(2) Because of its zeroinstrmsic value, its circula- 
tion IS considerably restneted. This fear, however, 
has proved to be false. Even m a country like India 
where the majority of the people are ignorant and 
suspicious, paper money is quite popular and is used 
in the normal course of things. So long as the credit 
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of the issuing authority is unimpeachable and its word 
as good as gold, there need not be any such restriction 
to its circulation. 

Convertible and Inconvertible Paper Money 

ConOeriihU Paper Money — Paper money may be 
convertible or inconvertible, ft is convertible when it 
can be converted into standard metallic money of the 
land on demand. For instance, the Reserve Banlc 
notes bear the promise to pay to the bearer on demand 
the sum of a certain number of rupees at anv office of 
issue, a promise which is always fulfilled. The 
Reserve Banh notes are, as sgch. convertible. 

In order to guarantee this convertibilitv. the 
issuing authority keeps a certain amount of bullion 
and metaffic coins in "'reserve.'* All the notes are 
not simultaneously presented for encashment. The 
issuing authority knows by experience the percentage 
of the total notes which are presented for the purpose. 
It keeps the same percentage of bullion and coins in 
reserve. The portion of the total notes issued, which 
is covered with this ’reserve’ is known as Covered 
Issue, the rest being called Uncovered or Fiduciary Issue. 

Inconvertihle Paper Money — Inconvertible notes 
are not converted into standard metallic money by 
the issuing authoritv. Even then they may circulate by 
the sheer force of the authority of the Government. 
Hence, they arc sometimes called Fiat Money. 

If the quality of the inconvertible paper money 
does not exceed the legitimate business and industrial 
requirements there is no reason why they should not 
function efficiently. But, unfortunately, the issuing 
authorities begin to misuse their power and issue 
money in unfi'mlted quantity, so much so that the 
notes become almost worthless papers. This happened 
in many European countries during the last Great 
War. For example, the value of the German Reichs- 
mark deteriorated so much that it became less than 
the value of the paper on which it was printed ! The 
issue of inconvertible paper money is, therefore, a 
delicate affair. 



CHAPTER VI 


MONETARY STANDARDS AND VALUE 
OF MONEY 

Jevons certBiDljr and Cdsewonh and Dr. Boivley protsbly- bare alto 
pursued tomeibing distinct Irom purchasmg power of fnoney. aometbiat 
which hat to do with what they might describe at the value of money at tucn 
or at Cournot called It the tntrmaie tatue a/ snensp. This it will.o*-the witp. 
a circle squaring expedition which has given an elusive taint, difficult to 
touch or catch, to the treatment of the Theory of Price Index Numbers 
tradition in England J U ke^rtet 

In the preceding chapter we discussed some 
elementary facts about money. Now we shall study 
problems of an advanced nature. They are — 

(1) Monetary Standards: 

(2) Value of Money: and 

(3) Gresham's Law 

§i. MONETARY STANDARDS 
Definition of a Monetary Standard 

The way in which the currency system of a 
country is managed has vital effects on its economy. 
The currency system of a country should not be left 
to fmd its own level but should be controlled to ful- 
fil certain objective or standard worthy of achievement. 
Such an objection is known as Monetary or Currency 
Standard. The Monetary Standard is also defined, 
with a slight variation as the standard of object 
which functions as the currency unit of a country or 
with reference to which the value of a currency unit 
is regulated. Thus when ox was as unit of currency, 
ox standard was prevalent*. 

In recent times a large number of standards has 
been devised and practised and sincere attempts have 
been made to achieve nicety, precision and efficiency 
in currency management. 

1. B. R. Shenoy'a ■rtwie. A tlaUifieatian of Ciirrtney Standarii \a 
Indvin journal o/E«onam««. October, 193^. it intltuclive in tbit connexion. 
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Oossification of Monetary Standard 

We give below a simple classification of Mone- 
tary Standards : 


Slatidardt 

L 

(t) MonomeUllism (tJ) Bi metaWwm (lU) Limping Bi-metuHi.m 

1 “ — I 

tU\GoU Sxandjtd tlbi SiUet StandMd (Ic) Sterling or Dollar 
I Esctange Standard 

! 

(la.,\ Gold currency (la U) Gold Bullion (U-iii) Gold ExcKangC 
Standard Standard Standard 

This classification is not exhaustive," but it 
serves our purpose quite well. We shall now describe 
this classification step by step. 

1. Monometallism 

A system of currency m which only one metal 
is used for the coinage of the standard or 
principal money is termed monometallism, and the 
country is said to be a monometallist country. The 
metals which have been used for this purpose are 
mainly two: gold and silver. Before September 1931, 
England used gold for this purpose and her currency 
standard was Known as gold standard. During this 
month, however, England gave up the use of gold— ■ 
she went off gold, as the phrase goes. China once 
used silver for the coinage of standard money; m 
other words, she had a silver standard. Now she 
has given it up. Indeed, there is a distinct trend in 
monetaiy field to abandon silver in favour of gold. 
But more of It presently, 
n. Bi-metBilism 

Under bi-metallism two metals, usually gold 
and silver, are used for the coinage of standard 
money. Both gold and silver coins are unlimited 

2. A more tcleoiinc ind complete cUsslficstion will Iw to put aR 
there under t)>c geous ExUrttal S'andards- The following Itdffnal 

Spaniard* niey. then \>e added to tie table Tabular Standard. Labour 
Standard, and Cost Price E^iultbrixtin Standard. For a tiorougb elasslfj. 
caliosi. Ke B, R. Sienoy, Of. CtL 
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legal tender and the mint is open to hoth the 
metals. Both are minted alike into coins of similar 
names and denominations. The coins of one metal are 
convertible into the coins of another metal at a fixed 
rate. The essentials of bi-metallism are ; the existence 
of two kinds of standard money of two different metals; 
the opening of the mint for both of them; the recog- 
nition of both of them as unlimited legal lenden 
and the inter-convertibility of both of them at a fixed 
rate. There was a lime when bi-metallism was put 
into practice in various countries of the world, but it 
was abandoned after a short period as fixed ratio 
between the value of the two coins could not be 
maintained. If the supply of silver increased consider- 
ably, it became cheaper in term of gold; one 
gold com began to command more than the fixed 
number of siK'er coins. If the quantity of gold, on 
the other hand, increased appreciably, which was a 
rare occurrence, opposite results followed. On such 
occasions, Gresham's Law’ operated and bad money 
tended to drive good money out of circulation^'. 

This system was adopted by France in 1803 
with the express purpose of preventing the country 
^om a shortage or money tn case the supply of one 
meta! was drastically curtailed. What happened 
in actual practice was that the metal whose supply 
was increasing considerably and which was. there- 
fore. cheaper of the two. alone remained in circulation; 
so that practically there was roonometalhsm at any 
particular time, Thus for about fifty years, France 


3. See Sectida 3 below. 

4. Tbe chief argument* of ibe bi-ioetaUiiti are .* (a) That the ioiof 
production of hoth metal* vrouU not v«r7 M much aa that of either of then). 
(') that the dual ayitem would tend to atead/ price*, and (t) that the 
aopply of gold i« insufficient for the correticp requirements of all the eoun- 
trie* of the world if univertal motrametaUism were adopted. Thete argu- 
menu have not outweighed the foUowiog proved disedvantagea of th< 
hi metallic ijitetn (o) the great difficult of maintaining the mint ratio 
hetween the metais in face of constant noetuationa in the marhet ratio: and 
0) the operation of Gretham'a Law in dnnng from circulation the under* 
rated metal a* soon a* the market pneea diverge from the mint ratio, resulting 
ta ta alternating coinage of gold and Hirer 
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had a silver standard and for twenty-seven years, gold 
standard. France abandoned bi-metallism in 1870. 

111. The Limping Standard 

The limping standard, or the limping bi-meta- 
llism. is a partial form of bi-metallism. Under the 
limping standard two metals, usually gold and silver, 
are unlimited legal tender but only one of them, invari- 
ably gold, is open to free coinage. This system 
existed in the United States of America and France 

before the Great War of 1914-18. 

I-a. Gold Standard 

If the reader refers to the table given on page 65. 
he will find that three main classes of monetary 
standards have been discussed by us. Now, we take 
up the sub-classes of mono-metallismi The gold 
standard comes first. . 

The gold standard is a monometallic standard 
in which only gold coins are declared to be the stan- 
dard coins, open to free coinage and being unlimited 
legal tender. Whether gold coins are in actual circula- 
tion or not, is not a material point. The currency 
notes are convertible into some declared form of gold. 
The gold standard is based on the implication that 
the value of the monetary unit shall be kept equal to 
the value of a given quantity of gold®. This is done 
by unlimited purchase and sale of gold at a fixed 
price. 

The gold standard is of three types : gold cu- 
rrency standard, gold bullion standard and gold 
exchange standard.® 

(ffl-i) Gold Currency Standard — Under the gold 
currency standard, the go/d coins are put into actual 
circulation. Currency notes are convertible into these 

5. A gold (tandard denotea • state et affairs in which a country 
Veepa the value of its monetary omt and the value of a defined weight of gold 
at an equality with one another — Rohertaoib i/one!/, Chapter IV. Section I. 

6. In discussing the gold standard and its off -shoots, much material of 
the Fur* and JppltfJ Eomambt in Indiahy AxntT Narein Agarwala {Jft/tor* 
Ecofwnie JoumaJ. Volume 21 No. II 1938) has been incorporated herein. 
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gold coins. It was essentially a pre-War reality when 
people believed that the existence of gold coins in 
circulation was an indispensable characteristic of gold 
standard, This idea has now been abandoned. 

The technique of this standard is that the con- 
tent of the gold coin is by law, and by the device 
of free coinage, the values of the coin and the fixed 
amount of gold are kept at a parity. If at any time 
the value of coins in terms of gold goes up, or, what 
comes to the same thing, the value of gold in terms 
of coins goes down, people bring gold for coinage 
till the original parity is restored. On the other hand, 
if the value of coins in terms of gold goes down, or, 
what comes to the same thing, the value of gold in 
terms of coin increases, people begin to melt gold 
coins till the original parity is restored. 

(/a-ii) Gold Bullion S/imdard—GoId currency stan- 
dard 13 an expensive standard since it requires the 
digging out of gold and its coinage. A more econo- 
mical type of gold standard was. therefore, devised by 
monetary experts, which guaranteed the convertibility 
of currency notes into gold bullion, rather than gold 
coins, at a fixed rate. The gold currency, thus, dis- 
appeared and the national resources involved in coining 
the yellow metal were saved. 

Under this standard the monetary authority is 
always prepared, on the one hand, to convert at least 
one important kind of money into uncoined gold at a 
fixed rate, and, on the other hand, to buy coined gold 
or money at a fixed rate. 

(la-iii) Gold Exchange Standard— Gold bullion 
standard is an improvement over gold currency stan- 
dard, inasmuch as it avoids the trouble and expense 
of coinage but labour has still to be spent in digging 
out gold. A still more economical standard has, there- 
fore, been evolved which dispenses with the use of 
gofef stiff further. For ihtemaf purposes, gofef corns and 
bullion are not available from the monetary authority. 
For making payments to foreign countries, however, gold 
(or foreign currency) is available from the said autho- 
rity at^ rate fixed in terms of the currency of another 
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country which has a goM standard (gold currency or 
gold bullion standard). Thus, before September. 1931 
when England was on gold standard, the Indian rupee 
was linked to the British currency at the rate of 
Re. 1 = Is. 6d. Gold could not be had in exchange of 
rupees for internal > puiposes: but for making foreign 
payments, gold (or-foreign currency) was available at 
the rate of Is. 63. We.' then, had a gold exchange 
standard. 

Under this standard, therefore, the currency of a 
country is not directly linked to gold but is indirectly 
based on it through the medium of the currency of 
some other country which has a direct gold standard. 
And by free purchase and sale of gold (or 
foreign currency or foreign exchanges) the monetary 
authority keeps the rate of exchange nearahout the 
fixed parity, 

I'C Sterling (or Dollar) Exchange Standard 

We have described above three types of one form 
of monometallic standard, namely, the gold standard. 
We shall now discuss the remaining two types of 
monometallic standard, namely, the silver standard 
and the sterling (or dollar) exchange standard. We 
first take up the latter. 

If the currency of a country is linked to the 
currency of Great Britain or the United States of 
America or any other country, and the latter is not on 
gold, then we have the sterling or dollar or any other 
exchange standard. 

For instance, at present the rupee is linked to 
the sterling and the latter is off gold. We have, 
therefore, the sterling exchange standard in India. 

Gold exchange standard and sterling exchange 
standard are often confused even by responsible 
writers. Students should clearly understand that in 
both of these standards, i.e.. gold exchange standard 
and sterling exchange standard, the value of currency 
of one country is fixed in terms of that of another; but 
in the first case the latter currency is on gold standard, 
while in the second case it is off gold. 
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l-b Silver Standard 

The monometallic standard in which silver 
13 used for the coinage of standard money is 
known as silver standard. This standard is subject 
to capricious and erratic fluctuations because of 
the enormous quantity of silver mined each year. 
As such. It has heen practically abandoned over a 
major part of the world. China which clung 
to silver for a very long time and Hongkong which 
followed its lead, nave also of late, abandoned it. 
China left the silver standard on November 3. 1935 
and Hongkong, five days later. 

§ 2. VALUE OF MONEY 
Meaning of the Value of Money 

just as the value of all the commodities and 
services is measured in terms of money, similarly the 
value of money is measured in terms of general good* 
and services. By value of money economists mean 
the amount of good* and services in genero?^ which one 
unit of money can purchase; m other words, its gene* 
ra! purchasing power. 

Value of Money and General Price Level 

The amount of goods and services in general which 
one unit of money can purchase is called above the 
value of money. The money, price of one (composite) 
unit of goods and commodilies in general is called the 
General Price Level. 

General Price Level varies inversely with the 
value of money; if one rises, the other falls. It can 
be explained with reference to wheat which is being 
sold, say, at 8 seers a rupee. If the value of a rupee 
goes up to 16 seers of wheat, what happens to the 

7. "(jMiis afbl is not • eleir expreMion. It referi 

to ttit group of commoditiei ood aerTtce* wliieli repreaents tbe entice mat* 
e't cemtnolifuea enb teraiec^ TUe 'it ct'iie&'fne'''repr«*eDta'uve dtltuxT. 
The relue of money is measured In lerroi of this composite mess. 

J. M. Keynes, howerer. meiotaint that the concepts of "gooit oni 
itrrk$s in gentrai” and its counterpart ’'Oinm’al Fnet LntT' are unreal 
myths. This new ia altogether correct aod logicaL See Keynea'a, d TriOliM 
cnTfonry, Volume I. Chapter VL 



MOfiETAI^Y standards AND VALUE OF MONEY 7i 

value of wheat ? It goes down : formerly it was 2 as. 
a seer but now it is only la. a seer. In the same 
way it can be shown that the value of money goes 
down, the value of wheat shoots up. What is true 
of the value of wheat is also true of the value of goods 
and services in general, i.e., general price level . 

Quantity Theory of Money® 

The value, or purchasing power, of money 
depends in the first instance on the demand for and 
supply of money. 

Supply of Money — The supply of a commodity 
means the quantity offered for sale. But it is not 
usual to speak of offering money for sale. This, 
however, is merely an accident of language. The 
money with which people are offering to buy things 
and services is money offered for sale. The supply of 
money, then, is the quantity of it which people are 
wanting to lay out; that is, all the money they have 
in their possession, except what they are hoarding, or 
at least keeping by them as a reserve for future contin* 
genciea. The supply of money, m short, is all the 
money in cireulaiion at the time. 

The Demand for Money^The demand for money 
consists of all the goods offered for sale. Every 
seller of goods is a buyer of money, and the goods 
he brings with him constitute his demand for money. 

8. The value o( a thiog is what it will exchange for. the value of 
loner what money will exchange for. the purchasing power of money. 
I prices are low. money will buy much ef other things and is of high value: 
F prices are high it will buy little of other things, and is of low value. The 
'■lue of money varies inversely with general prices : falling as they rise, and 
iiing as they fall— J. S. Mill. Principlrj of Polttieal Economy, page 279. 

9, A detailed statement of the theory is not given here. Those who 
vant to mahe a detailed study are advised to consult Chablani. Indian CiiiYrn. 
Tl, DanJfirvj and Ezcfutnji, Chapter II or Thomas. EUmenti of Economies. This 
heory hat been cnticlred on various grounds and substitutive theories have 
>een propounded. * ff.. the Cambridge Formula and the Keynsian Formulas, 
^e ]. M. Keynes, d Treatise on Uimey. Volume I, Boole 111, and d Tract on 
Ifonelarj Rsforms. 
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Now suppose the supply of money has in- 
creased and, other things remaining the same, 
prices have risen. The rise in prices will be in the 
ratio in which the quantity of money had 
increased. If money in circulation were doubled, 
prices would be doubled. If the quantity of money 
were to be reduced to half, prices would also decline 
to the same extent. As such, the value of money, 
other things remaining the same, varies inversely as its 
quantity*® . 

Quantity Theory of Money — This is the celebrated 
Quantity Theory of Money. It states that every 
change in the quantity of money in circulation 
produces, other things teing efuo/. a directly proportional 
change m the general price level or a reverse propor- 
tional change in the value of money. If you increase 
or decrease the quantity of a commodity, its value 
will certainly fall or rise, but not proporh'onaiely. In 
case of money, however, if you increase or decrease 
Its quantity, the change in its value will be pro- 
portionate, provided other things are equal. 

Other Things Being Equal— This is an important 
phrase and means that this theory holds good only 
under certain hypothetical conditions. They are given 
below 

(1) Volume of Trade — The volume of trade de- 
termines the amount of money required by the country: 
in other words, it determines the demand for money. 
The theory assumes that the value of trade remains 
the same. If it increases somehow, each unit of 
money will begin to be exchanged for more goods and 
services than before and its value will increase in spite 
of an increase in its quantity, and vice Versa. 

(2) Credit Instruments — Credit instruments some- 
times act for money and serve their purpose very well. 
The guantit^v of credit has the same relation to the 
general price level as money. The theory assumes 
that the supply of credit instruments remains the 
same. 


10. J, S. Mill, PrinexpUi of PMftal Economy, Book III, Cbipter VIII> 
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(3) Velocity of Cirealation'^h coin exchanges 
for goods and services a number of times and does 
the work of many coins and notes. Thus, if a rupee 
is used for 100 transactions during a month, it has 
done the work of 100 rupees. The number of times 
a coin circulates is known as its “.velocity”. The 
effective quantity of money is equal to the actual 
quantity of money multiplied by its velocity. Changes 
in the velocity have the same effect on price level as 
changes in the quantity of money. The theory pre- 
sumes that velocity remains the same. 

The Equation — These relations have been ex- 
pressed by Professor Irving Fisher as below : — 

If P=s General Price Level, 

M = Quantity of money in circula- 
tion. 


M' ® Quantity of credit money m 
circulation. 


V ssVelocity of M, 


then. 

or, 


V's Velocity of M', 


p_MV+M'V' 


TA\/-hAV^ 

'r 


PT=MV-fM'V' 


P'1- rA '' 


The theory assumes that T. V. M' and V' 
remain unchanged: now, if you increase M. P will rise 
proportionately, and vice Oersa. The value of money 
depends upon its quantity; hence the name Quantity 
Theory of Value. In this sense, this theory becomes 
an obvious truism. 


Measurement of the Value of Money 

Value of money is an abstract concept and can- 
not be measured directly**. But the general price level, 

_**• ««nnot f>e directly meaanred beesuse ite coraftosite charecter 
o I « ■•Stneral gix,d» and terrwe*" jnike* iJjeiV naitiutioa difficult sad m 
caie*. tneanifljleat. 
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or a composite price of thinp in general, which varies 
inversely with variations in the value of money, 
lends Itself to easy measurement. General price level is 
measured by General Prict Index Numhers, The general 
price level in a standard year is taken to be 100. 
Similar numbers for other years are calculated indicat- 
ing a rise or fall, as the case may be, in the general 
price level. These numhers which are meant to show 
variations in the General Price Level are known as General 
Price Index Numbers. If the general price level rises, 
it 13 presumed that the value of money has propor- 
tionately fallen: and vice versa. 

Construction of Index Numbers — Price index num- 
bers are constructed as below: — 

(1) 'A list of goods and services is made such 
that they may reflect the variations m prices in goods 
and services in general. 

(2) A period, normal in character. Is taken to be 
the basic period and serves as a standard for com- 
parisons. 

(3) Prices for the period concerned ore collect- 
ed from representative localities at the regular intervals 
and are averaged. The average gives the price of|the 
commodity during the period concerned. 

(4) The price of a commodity during the basic 
period is taken to he 100. and the percentage price 
for the same commodity in the period concerned 
is found out by the simple rule of three. This is 
done with regard to each commodity. 

(5) All the percentage prices are then added 
up and divided bj' the number of items. This gives 
the Index Number for the period. 

Appreciation and Depredation in die Value oF Money 

The value of money, like that of any other 
commodity, is subject to fluctuations. A rise in the 
value of money (i.c. its purchasing power) is known 
as appreciation; and a fall, as depreciation. 

Suppose the value of money in terms of wheat 
Was 10 seers a rupee on 1st April, 1940. If on 6th 
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April. 1940, one unit of money can purchase 11 seers 
of ^vheat. its value has appreciated; on the other 
hand. If it can purchase only 9 seers, its value has 
depreciated. 

Depreciation must not be confused with deferio- 
ration or dehasement. Deterioration means reduction in 
the metallic content of a coin through wear and tear, 
and dehasement signifies deliberate reduction m the 
metallic content of the com or in the fineness of the 
metal. Depreciation, on the other hand, means a de- 
crease in the value of money as a result of varia- 
tions in the demand for and supply of money. 

Inflation, Deflation and Reflation 

The volume of currency should be determined 
with reference to the legitimate demand for currency 
in the country. If this is not done and the supply of 
currency exceeds, or falls short of. the demand for it, 
grave repercussions arc likely to follow. 

Sometimes it so happens that the Government 
deliberately increases the volume of currency m o period 
of financial stringency till it e.xceeds the legitimate 
currency requirements of the country. Such an abnormal 
and deliberate increase in the value of currency in excess of 
the le^ilimale demand for it, is called inflation. Inflation 
depreciates the value of money and raises the general 
price level. During the Great War, many countries 
inflated their currency. The inflation in Germany was 
so tremendous that the value of Reichmarks became 
lower than the paper on which it was printed ! It was 
called 'hyper-inflation*. 

DePaiion refers lo the contraction of currency to such 
on extent that it falls short of the demand for it. Deflation 
appreciates the value of money nnd depresses the 
general price level. After tlie Great V7ar, many 
countries deflated their currency considerably. 

/I^be post-War deflation had to be corrected by 
a po icy of Controlled inflation with a view to tone up 
the depressed world economy. As the word inflation 
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13 associated with currency depreciation and the like, 
an expansion of currency with a View to correct the effects 
of past deflation, is often termed as reflation. 

Effects of Appreciation and Depreciation 

The appreciation and depreciation of currency 
cause uncalled for fluctuations in the value of money 
and price levels, and distort and damage the economic 
mechanism by disturbing the even basis of trade and 
industry, and by benefiting some classes at the expense 
of others. These effects can be discussed under three 
heads : (a) Effects on industrialists and business men; 
(5) Effects on consumers; and (c) Effects on debtors 
and creditors. 

Effects of Inflation or Depreciation of Money or 
Rising Price5-‘{a) During the period of rising prices, 
industrialists make huge profits. Their (money) cost of 
production remains more or less the same, and even 
jf it rises, it rises very slowly, while the prices shoot 
^ tremendously. High profits are. therefore, earned. 
This IS also the period of rapid industrial expansion 
as the profits earned are invested in industries by 
the industrialists. High profits lead to speculation 
which entails much loss when the inevitable crash 
comes. Business men also increase their profits as 
people have money in their pockets and purchase 
goods freely. The period of inflation, thus, coincides 
with high profits, industrial expansion, increased 
employment and general prosperity, (b) Debtors gain 
and creditors lose. Debtors pay to their creditors the 
exact amount of money they had borrowed (plus in- 
terest), but the prices having gone up, it cannot pur- 
chase as much goods and services as it could when 
the loan was given. Creditors, therefore, get less pur- 
chasing power than what they had parted with, 
(c) Consumers suffer to the extent that they are required 
to pay fiigfter prices tftan before. Industrialists and 
others, whose incomes increase due to rising prices, do 
not mind it, but the workers, capitalists and landlords 
whose incomes are fixed, suffer since their income 
loses a part of its purchasing power. 
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Effects of Deflation or Appreciation of Money or 
Falling Prices — The effects of falling prices are just 
the reverse of those described above, (a) The profits 
of the mJasiriaUsls shrink and a depression sets in. As 
people do not have sufficient money, they reduce their 
purchases and factories have, therefore, to be closed 
down. The outlook ‘becomes pessimistic and unem- 
ployment increases, (fe) Creators gain while debtors lose. 
Debtors pay the amount of money that they had 
borrowed but as the prices are low at the time of 
payment, they pay more m terms of goods and services, 
(c) Consumers benefit as they pay for the goods they 
consume, lower price than before. This is particu- 
larly true of labourers, landlords and capitalists whose 
incomes are fixed and do not shnnic; but not so much 
of industrialists whose incomes are considerably 
reduced. 

§ 3. GRESHAM'S LAW 

Now we come to the interesting law, known as 
Gresham’s Law. During the reign of Queen Elizabeth, 
English coins had either deteriorated through wear 
and tear or had been debased by unscrupulous persons. 
New coins were issued over and over again to improve 
the matters but they disappeared as soon as they 
made appearance. The Queen sought the advice of 
Sir Thomas Gresham into the matter. Sir Thomas 
opined that had money always drives good money out of 
circulation; and currency could be improved only by 
withdrawing all the bad coins from circulation. The 
tendency of lad money to drive good money oat of 
eirculalion is, since then, known as Gresham’s Law. 

Scope of the Law 

This law is applicable in the following three 
cases : — 

(1) If coins of the same metal but of varying weight, 
or quality, or holh, circulate together at the same nominal 
ufliue, the worse coins will tend to drive the better ones 
from circulation. The good coins disappear because 
some of them are kept back from circulation or 
hoarded, while others are melted down, exported or 
fraudulently depreciated in weight. Most men, alth- 
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ough they gain nothing by it. Have a lurking Inclination 
to keep a brand new coin and give out the depreciated 
or debased coin when both have the same value. 
Those who hoard money prefer good coins for hoar* 
ding since their metallic content is greater than that 
of bad coins. Those who want to melt coins, simil- 
arly, prefer the good coins for the same reason. 
Again, those who want to pay foreigners, export good 
and full-weighted coins, not bad ones, because fore- 
igners value coins according to their weight. Finally,' 
fraudulent persons, with very slight risk of detection 
and with certain profit to themselves, clip and sweat 
the newer coins so as to reduce them to the general 
level of those in circulation. 

(2) // coins of two precious metals he circulated at 
a fixed ratio of exchange with one another, the over-valued 
metal (at the mini) ivill tend to drive the under-valued metal 
from circulation. Suppose in a countrv two kinds of 
coins are current — ’G', gold coins, and ‘S’, silver coins— 
at the mint rate of IGslOS, Suppose the market 
value of gold and silver changes in such a manner that 
the market value of these coins becomes 1G=15S. 
In this case, then, the mint over values the silver coin 
and under values the gold coin. Consequently, gold 
coins will disappear from circulation and will be 
hoarded or melted or exported’*. 

(3) If an inconveriihle paper currency he issued in 
excess of the norma! requirements of the country, it Will 
tend to drive precious metals from circulation. An abnor- 
mal increase in the amount of inconvertible paper 
currency, which is obviously bad money, tends to drive 

12. A very good illustration of tkis type is provided by the Japanese 
curreney At the tune of the treaty of 18S3 betvreen Great Britain. United 
States of America and Japan, the most valuable Japanese coin was Kobaru;, It 
was passing current in Japsn for four aslver but was worth in 

English money about 18s 5d whereas tbe silver Itiibui was ei^ualonly to about 
Is 4d Thus the Japanese were estimating ibeir gold money at about one-third 
as estimated according to the relative values of the metals in other parts of the 
world. The earliest European traders trebled tbeir money by buying up the 
Kobaruf at the native rate and aeDing it abroad, until tbenailPer, perceiving 
what was being done, withdrew from eireulalion tbe remainder of gold 
See Laoghin. Prindplei p/ IToney, fwsueb interesting hutorical examples. 
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metallic coins, which are good money, from circulation. 
Metallic coins are either exported or hoarded or 
melted down*®. 

Limitations of the Law 

The Law has three limitations : — 

0)lt is applicable to standard money, whose 
face value is equal to its instrinsic value, and to paper 
currency only. It is not applicable to token coins. 
Since the face value of the token coins is higher than 
their intrinsic value, they are bad coins as against 
standard coins. But there is no competition between 
the standard and token coins since they satisfy 
altogether different types of currency demands. As 
such, though token coins are bad coins, they do not 
displace standard coins. 

(2) If the total currency of the country does not 
exceed her normal and legitimate requirements, the 
law will not operate: since all the coins, good, bad, 
or indifferent, are needed for circulation, the value of 
each coin as coin lOill be higher than its value as 
bullion. But if the total currency exceeds the legiti* 
mate requirements, good coins will be withdrawn to 
the extent of the e.xcess. 

(3) Bad money will fad to throw good money 
out of circulation in case the community as a whole 
refuses to accept and to circulate it for exchange 
purposes in view of its worthlessness. 

13, Exports of melsts. l( ntay be noted, take place automatically. 
Abnormal increase in the volume of currency raises prices allround Other 
countries find it profitable to sell their goods in this country, resulting in an 
export of precious metals to pay for the imports of goods. The ensuing 
scarcity of coma encourages hoarding, thus reducing the stock of gold in 
circulation drastkally. 
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To day, tterling la danoiig to tbe tune o( tlie dollar which, agaia 
owing to the peculiar aituation of tbe £old market, the recalcitrance of the 
courts and the constitutiona. tbe mutual contrariety of the economic policies 
implicit in the New Deal and ila ofFiboota, and^ lastly the vicious circle of the 
steadily mounting gold etocks financed out of enormous dollar loans, is 
almost a derelict currency intpite of its firmness and is managed, not by the 
'‘24-hour basis' Morgenthau. but by uncontrollable external forces over 
wb ch America has no influence In this currency medley, I believe. India 

can. to a very Urge extent insulate her economy from the repercussions of 
international economic diseituilibria by purauing an independent monetary 
policy — D P Adarkar. 

§ I. THE PRESENT CURRENCY SYSTEM 

Metallic Currency 

Indian currency, like the currency of all other 
countries of the world, consists of metallic money 
and paper money. The most important metallic 
com IS the rupee. It is the principal money of 
the realm, ana unlimited legal tender. Hence it 
may be called the standard money of India, But 
unlike standard money, its intrinsic value is less than 
Its face value and It is not open to free coinage. In 
these respects, it partakes the nature of token money. 
It is, as such, neither wholly the standard money nor 
wholly the token money. It is best described as the 
Token Standard. When we say that the rupee is the 
token standard, we mean that though in coinage it is 
just like a token com. it does perform the functions of 
the standard coin all the same. Eight-anna silver coins 
are also unlimited legal lender, but they are not stan- 
dard coins. Then there are 4-anna, 2-anna and l-anna 
pieces made of silver or nickle, which are limited 
legal tender. 

Paper Currency 

The paper currency consists of notes of 

rupees 5, 10, 50, 100, 500, 1,000, and 10,000. These 

notes are promissory notes convertible into silver 
rupees on demand. They were formerly issued by 
the Government of India, but since the enactment 
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of the Reserve Bank of India Act in 1935i their 
issue has now been entrusted to the Reserve Bank . 

Monetary Standard 

As the vafue of the rupee is fixed m terms of 
sterling which is not on gold standard, our monetary 
standard is the sterling exchange standard. Sterling 
can be had in exchange for our currency at the rate 
of I rupee=ls. 6d. 

The method in which this ratio is maintained 
is, indeed, interesting. Various methods have been 
tried from time to time. 

(1) Sale of Council and Reverse Council Bills. 
This was the first method to be adopted. Details 
about this method are given in the following 
section (| 2.) 

(2) Purchase and sale by the Government of 
India of sterling bills m Indian market. This policy 
was adopted after superseding the above policy. 

(3) Since the establishment of the Reserve 
Bank of India, the obligation of maintaining the ratio 
has been put on its shoulders. According to the 
Reserve Bank Act. Section 40. "The Bank shall sell 
to any person who makes a demand in that behalf at 
its office in Bombay, Calcutta. Delhi, Madras or 
Rangoon, and pays the purchase price m legal tender 
currency, sterling for immediate delivery in Lon- 
don, at a rale not below one shilling and five pence 
and forty-ninc'sixty-fourlhs of a penny for a rupee; 
Provided that no person shall be entitled to demand 
or buy an amount of sterling less than ten thousand 
pounds . Section 41, similarly, states: "The Bank 
s/tsK huf- from any person who makes a cfemancf m 
that behalf at its office in Bombay, Calcutta, Delhi. 
Madras, or Rangoon sterling for immediate delivery 
m London, at a rate not higher than one shilling and 
SIX pence and three-si.\teenlhs of a penny for a rupee; 
rrovided that no person shall be entitled to demand 
or sell an amount of sterling less than ten thousand 

J. AIm re«d iLa Pre«cnt PauCion #f Paper Curreoey m Sec. 4 below. 
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pounds; Provided further that no person shall be 
entitled to receive payment unless the Bank is satisfied 
that payment of the sterling in London has been 
made. 

§ 2 IMPROVEMENTS IN THE CURRENCY 
SYSTEM OF INDIA 

The Problem of the Standard 

The crux of the currency problem in India is 
the question of the monetary standard which we 
should adopt. At present, we have the sterling exch- 
ange standard: the quantity of money in circulation 
IS so adjusted as to minimise the fluctuations in the 
value of the rupee above and below Is. 6d. The 
Reserve Bank of India has been put under the obli- 
gation of taking all steps to prevent fluctuations beyond 
certain points nearabout Is. 6d, level. The way in 
which the rupee ts managed takes no account of the 
employment of human and natural resources and 
stability in the internal value of the rupee. It occask 
onalty happens that the Government, m their attempt 
to keep the value of rupee at Is. 6d.. have to adopt a 
policy which causes considerable unemployment in the 
country and gives a rude shock to the internal price 
level. This, of course, is not on all fours with the 
economic interests of this country. It is not desira- 
ble that the rupee should be linked to sterling to the 
complete ignorance of the internal economy. VThat 
we require is a standard which should primarily pro- 
mote our best national interests. In technical language, 
we do not want any external or dependent standard, 
only an internal or independent standard, which looks 
to the best interest of the internal economy of be 
country, can suit us. As Professor B. P. Adarkar 
rightly states, "It has by now become a common 
place of currency literature that for a country which 
has a wider ambit of internal than of external trade, 
mere exchange stability, which is secured regardless 
of internal stability of production, prices and employ- 
ment, is not a proper justification for a standard. For 
this reason, so far as the question of the appropriate 
Standard is concerned, it is beyond the shadow of a 
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doubt that an independent standard is to be preferred 
to an exchange standard in the case of India" 

The Pfobiem of the Ratio 

But in spite of the definite superiority of the 
independent standard over an exchange standard, 
India has had one or the other kind of the latter 
(i.e., exchange standard) since the very beginning, while 
now the sterling exchange standard has been adopted 
in its purest form. It appears that the Government of 
India are not in a mood to give up the eternal embrace 
of the exchange standard m favour of internal standard. 
As such, the ratio at which the rupee is linked to 
sterling becomes an important issue. At present one 
rupee is equal to Is. 6d- But there has been a growing 
volume of opinion in favour of a lower ratio. Is, 4d, or 
even less. 

An unnaturally high ratio is very injurious 
to the country.' It encourages imports. If, for instance, 
the ratio is raised from 16a. to I8d. a rupee, an English 
article costing 18d. can now be had in India for one 
rupee in place of one rupee and two annas as before. 
The decrease in price naturally increases demand. 
Similar reasoning ivill disclose that a high ratio dec> 
reases exports. These twin tendencies of increasing im* 
ports and decreasing exports make the balance of trade 
progressively unfavourable, resulting either in interna- 
tional indebtedness or capital dissipation. Moreover, 
it depresses prices and paralyses economic mechanism. 
This has actually happened m our couutry. The 
falling merchandise balance from 1926 onwards, 
the heavy national borrowing between 1926 and 1931, 
and the gold exports after 1931, are positive proofs 
of the unnaturally high level of the ratio. Another 
proof, if such were necessary, is the drastic depression 
in the internal price level since 1929, or even earlier, 
though price levels fn other countries of the world 
have occasionally had short periods of progress 
since then. It is now an open secret that the Govern- 
ment want to maintain a high ratio with a view 
to safeguard the "triple interests", vis., the British 

2. B. P. Adarltftr. Th« Jndtan ilenetary Policy, i* 
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exports, British officials in India and the Central 
Budget- Let us hope the Government will learn to 
look to the internal progress of the country rattier, 
than to such superficial ideals instead®. 

§ 3 HISTORY OF INDIAN CURRENCY 

I. 1835-1893. The Silver Standard 

Before the year 1835, there were about one 
thousand coins of different varieties and weight in 
circulation m this country, issued by various Hindu and 
Mohammedan rulers. This bewildering multiplicity of 
coins greatly hampered trade. Therefore, in 1835 the 
East Indian Company made the present rupee of 180 
grains of silver, 1 1/I2th3 fine, as the standard coin of 
the realm. Mints were opened to the free coinage of 
silver on the payment of mintage. A full-fledged silver 
standard was, thus, established. 

The price of silver began to fall from 1873 on- 
wards due to the opening of new and very productive 
silver mines in America. The gold value of the 
rupee, which was normally two shillings, ultimately 
reached the one shilling level. It upset the even basis 
of trade: m particular, it drastically curtailed imports 
from foreign countries. The British officials in India 
also suffered in the matter of remittances to England, 
because each rupee could now be exchanged for Is, 
only instead of 2s. as before. The Government of 
india had to pay annual Home Charges to Great 
Britain in sterling and. in terms of rupees, their commit- 
ments became almost doubled. The question was, 
therefore, referred to the Herschell Commission, 
whose Report was published in 1893. 

II. 1893-1898. Breakdown of the Silver Standard 

In accordance with the recommendations of 
the Herschell Commission, mints were closed to the 
unrestricted coinage of silver in 1893 and the Govern- 
ment ceased to coin fresh rupees. The result 
was that as soon as circumstances pushed up the 
demand for currency, the value of the rupee also rose. 

3 For detailed diacusnoa of tbia ieeue See 6. P. Adarbar. op, <d- 
Also Amar Narain Astrwela. Esoiumie Etaagi. 
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In 1898 its value touched the level of Is. 4d.. the rate 
fixed by the Herschell Report as ideal. The Fowler 
Committee was then appointed in 1898 to consider 
what further steps should be taken. 

111. 1698-l9lti. Gold Exchange Standard 

The Fowler Committee suggested that the exchange 
value of rupee should be fixed at Is. 4d.; that the 
British Gold Sovereign should be made legal tender 
and current coin in India: that the Indian mints should 
he thrown open to the unrestricted coinage of gold. 
The Committee virtually recommended the establish- 
ment of the gold currency standard. The Government 
accepted these recommendations but did not put them 
in practice. The gold mint was not set up. Gold 
sovereigns were introduced but they soon came back 
to the treasuries. The Government policy gradually 
gravitated towards a new system which neither 
the Fowler nor the Herschell Commisson had ever 
contemplated. This was the gold exchange standard*. 
The value of the rupee was pegged at Is. 4d. and kept 
thereabout by the purchase and sale of council and 
Reverse Council Bills. (j4) Council Bills. When the 
balance of trade was favourable to India and the 
demand for rupee bills in London was considerable, 
the Secretary of State for India sold Council Bills In 
London at the rate of Is. 4d. plus a fraction not more 
than the cost of transporting gold from England to 
India. These council bills were sent by British 
debtors to Indian creditors who encashed them at 
Government treasuries. In this way the possible 
increase in the exchange value of rupee beyond Is. 4d. 
was checked. (B) Reverse Council Bills. When the 
balance of trade was unfavourable to India and there 

4, TKis lyttem (iis t>een designated by tome writers as tbe 
geld ExcKenge standard Others headed hf Dr, L. C. Jain, have called it 
Gold Sterling standard, (See Dr. L. C. Jain, The 2/tmefary ProbUnn of 
Tnilia, p, 8 9] Perplexed hy this fort of difference among the authoriliea on 
this subieet. aprae writers atate. "Tbua was established the Gold Exchange 
Standard, or as some people choose to call it, the sterling Exchange 
Standard.” (R. N. Malhur. Infrodudiun to iTmiiy, Fiehenje ond BonUrinj 
p. 13S) In fact, the standard was the Gold Exchange standard. For a 
diacutsiOQ of this topic, see Amar Narain Agarwala. rurg anj AppUed 
rwnoriici in In>iia, tTysort £(»noni{e JinirMt, toI. 24. No, 11, 1933, 
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was demand for sterling bills in India, the Government 
of India drew Reverse Council Bills on the Secretary 
of State for India and sold them in India at Is. 4d. 
minus a fraction not exceeding the cost of transporting 
gold from India to England. In this way the possible 
fall in the exchange value of the rupee much below 
Is. 4d. was checked. By the technique of the Council 
and Reverse Council Bills the exchange value of rupee 
was stabili 2 ed near about Is. 4d. 

The currency policy of the Government was put 
to serious criticism by the people of the country, 
particularly the adovcates of the gold currency stan- 
dard. The Government, therefore, appointed the 
Chamberlain Commission in 1913 which blessed the 
gold exchange standard and recommended its conti- 
nuance t. 

IV l9W-t9lS The War period 

The Report was in the hands of the Government 
shortly before the Great War broke out, During the 
first year of the War, people lost confidence in the 
Government. Deposits were withdrawn from the Post 
Office Savii^s Banks and currency notes were presen- 
ted to the Government for conversion into gold, so 
much so that the Government were obliged to suspend 
the issue of gold. There was also a huge demand for 
exchange remittances. Fortunately, the situation soon 
came under control and confidence was restored. 
After 1915, however, the situation became seriously 
critical. Exports from India to the Allies increased 
tremendously while imports from them shrank, with 
the result that the balance of trade turned substan- 
tially in our favour. Moreover, heavy expenditure was 
incurred in India on behalf of the British Government 
which gave rise to claims on the latter. In the 
beginning the Council Bills were issued to meet the 
demand at Is. 4d. a rupee, but very soon the issue of 
the bills became so tremendous that the Government 
of India found it difficult to encash them. They 
were indeed in great trouble for they could not import 
gold or silver for coinage purposes, economically and 
safely. The value of silver, in fact, had increased 
so much that people found it profitable to melt the 



INDIAN CURRENCY SYSTEM 


87 


rupee and to sell it as bullion. No other course was 
left to the Government but (a) to restrict the scale of 
Council Bills, which were sold at increasingly high 
rates, and (b) to issue notes of the denominations of 
rupee 1 and rupees 2^ as fiduciary issue. Evidently, 
then, the pre-War system of stabilization by selling 
Council Bills and Reverse Council Bills in unlimited 
quantities at a fixed rate of exchange, broke down. 
The Government now sold Council Bills only in 
limited quantities and at rates which were shooting up 
frequently. Exchange was allowed to rise from Is. 4d. 
in 19H to 2s. 4d. in 1918. 

V. I9l9-I<525. The Babington-Smith Committee 

After the War was over, the Government appo- 
inted the Babington-Smith Committee to advise on 
the future policy of Indian exchange and currency. 
The Committee recommended the re-introduction of 
gold exchange standard. In fact, their ultimate ideal 
was gold currency standard and. therefore, they reco- 
mmended that the sovereign should be made legal 
tender at the rate of Rs. 10« 1 sovereign or (Rupee 
1 s=2s). The high ratio of two shillings was recomm- 
ended. for the Committee believed that the high price 
of silver had come to slay. 

The anticipations of the Committee were, unfor- 
tunately, completely upset by the turn which the 
events took. The value of silver fell and the 
balance of trade became unfavourable to India. The 
Britishers, ivho had made war profits in India, began 
to remit them to England at this favourable rate of 
exchange. Indian debtors also hurried to pay iheir 
British creditors. Such a heavy demand for sterling 
caused the value of the rupee m terms of sterling to 
fall. The value of the rupee could not be maintained 
at 23 gold (which was equal to 3 shillings sterling). 
Attempts were then made to hold it at 2 shillings 
sterling but only failure was in store. And m 1922 
the Government had to refuse to sell the Reverse 
Councils. The exchange was left to find its own level. 
VI. 1926-1931. The Hilton-Young Commission 

In 1924 the ratio came to be stabilised at Is. 
od.; and in 1925 the Government appointed the Hilton. 
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Young Commission to advise the lines of the future 
currency policy. The Commission recommended the 
adoption of the gold bullion standard at Is. 6d. 
ratio, and the purchase and sale of gold by the State 
with certain qualification®. 

The Government adopted these recommenda- 
tions and an Act was passed which imposed legal 
obligation on the Government to buy gold, and to 
sell gold or, at the option of the Government, ster- 
ling. Thus the standard actually adopted by the 
Government was neither the gold-bullion standard 
nor the gold exchange standard but a hotch-potch 
standard becoming one or the other at their sweet 
will under the stress of the circumstances. 

VII. 1931 Onwards 

In 1931 England went off gold standard. India 
followed suit and the rupee was wedded to widowed 
sterling at Is. 6d. At present we have a sterling 
exchange standard. 

§ U. THE INDIAN PARER CURRENCY SYSTEM 

Prior to 1861, currency notes were issued by 
the Presidency Banks of Madras, Bombay and 
Calcutta. The maximum issue was fixed, and a 
metallic reserve of 33 per cent was kept. 

In 1861 the Government themselves took over 
the right of issuing paper currency. Notes of Rs. 
4crore3 were to be issued against securities; but beyond 
that figure, a cent per cent metallic reserve had to be 
kept. In 1893, the amount of notes which could 
be issued against securities was raised from Rs, 4 
crores to Rs. 14 crores and in 1914 to Rs. 20 crores. 
During the War this figure was pushed up to Rs. 120 
crores when Re. 1 and Ks. notes were also issued 
without any metallic backing. 

5. The efsence of the propia] wa< "that the ordinary mediuiT) vf 
circulation m India should remain as at present the currency and the silver 
rupee, and the stability of the currency in terms of gold should be 'secured 
by tnalcing the currency direedy conTCitible into gold for all purposes, but 
tbst gold should not circulate as money. It must not eirculato at first and 
It need not eircutaie cvet". 
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The Babington-Smith Committee recommended 
a 40 per cent reserve against the entire note issue 
and the maximum limit of notes issued against 
securities was fixed by them at rupees 130 crores. 
They alsosuggested thatin a busy season an emergency 
currency may be issued against the export bills of 
exchange. The Government accepted these recom- 
mendations with the only difference that the percentage 
of the metallic reserve was fixed at 50 per cent 
instead of 40 per cent as recommended by the 
Commission. 

The Present Position® 

With the enactment of the Reserve Bank Act, 
the paper currency in India has entered on a new 
phase. According to this Act, the sole right of 
issuing notes has been vested m the Issue Department 
of the Reserve Bank. The Issue Department is 
auite separate from the Banking Department and 
the sole liability of the former is with regard to 
the notes issued. The assets of the Issue Depart- 
ment must be equal to the value of the total notes 
Issued. The relevant provisions regarding assets 
behind the notes are as below^ ; 

(1) Of the total amount of assets, not less 
than 40 per cent shall consist of gold coins, gold 
bullion or sterling securities (provided that the amount 
of gold coins and gold bullion dhall not at any time 
be less than 40 crorcs of rupees in value). 

(2) The remainder of assets shall be held 
in rupee coins. Government of India rupee securities 
and certain specified kinds of bills and promissory 
notes (with certain limitations on the amount of 
Government of India Securities). 

(3) Of the gold coins and gold bullion held as 
assets, not less than 17/20ihs shall be held m British 
India. 

The present system of note issue is safe as well 
as elastic. Its most prominent feature is the issue of 

6- It may be rtid wUh I L 

7, lUttTvt ra?v*i e! IndtA i«t, 19Ji See. 33, 
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notes by the Reserve Bank on the proportional reserve 
system — a gold reserve of 40% is kept against the 
entire issue. 

This 40 p. c. reserve is not irreducible minimum. 
If the Reserve Bank feels the need of issuing more 
currency but has not got adequate gold to satisfy 
40 p. c. requirement, this percentage can be reduced 
on the payment of a tax”. 

Comparison With the Old System 

Under the old arrangement, the paper currency 
was issued by the Government of India. The Govern- 
ment of India could increase or decrease the amount 
of currency according to its own requirements. The 
interest of the business community was not always 
taken into consideration. The Imperial Bank was, 
however, allowed to ask the currency authorities to 
increase the currency to the extent of 12 crores of 
rupees only on the security of prescribed hundies and 
other securities whenever there was monetary 
stringency. 

The present system is an improvement over the 
old system m the following respects • 

I. For the first lime in India, a Bank has been 
given the sole right of note issue. It is an admitted 
fact that the State is an inefficient agency for the note- 
issuing function. Due to the following reasons the 
present Bank issue is superior to the old State issue: 
(a) The needs for currency vary from time to 
time and in varying proportions. A government cannot 
possess an accurate knowledge of such changes in the 
demand because not being in direct touch with the 

8 The Beterve Bank Act provide* that in reipect of any period dune; 
vrhich the holding of gotd coiae, gold bvlLoa or tteriisg eecuritles (•■<■. 
reserve] is reduced helovr 40, the bank ahall pay to the Governor Cesen' 
in Council a tax upon the amount by WbWb such bolding is reduced beloa 
40^ (of the aggregate value of notea iseued). This tax shall be equal to ll« 

bank rate for the time being in force, vntb an addition of 1 p e. per aesus 
when neb holding exceeds 32 p. c. of tb« total amount of the assets aac 
further 2 p.c. per annum in respect of every further decrease of 2p« «' 
part of such decrease. 
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conditions in the financial, commercial and industrial 
world, it is not sensitive to these variations. As such, 
it cannot adjust the supply of paper currency to the 
demand for it. This is not so in the case of a Central 
or Reser\-e Banh which remains in constant touch 
with various sections of the busmess community. 
(b) The real danger involved in the issue of 
paper by a Government consists in the fact that "poli- 
tical considerations and the pecuniary needs of the 
State rather than considerations of a sound monetary 
economy are likely, sooner or later, to become the 
determining factor. There will be a risk of excessive 
issue and consequent depreciation."'* These two 
considerations, one economic and one political, explain 
why the present system is an improvement over the 
old system. 

2, Our paper currency has now become 
elastic'®. Upder the old arrangement the paper 
currency could be increased to the extent of Rs. 12 
crores only. But under the present system, there is 
no limit to the extent of possible extension. For every 
Rs. 40 worth of gold reser\’e kept by the Bank, it can 
issue Rs. 100 worth of notes. This provision will itself 
provide sufficient scope for elasticity. But in case 
there is need for more currency and the same is not 
permitted by the insufficiency of gold reserve at 
40 p. c. level, this percentage can be reduced on the 
payment of certain taxes. And the reduction can go 
on indefinitely even if the gold reserve may be allowed 
to drop down to zero. 

§ 5. HISTORY OF PRICES OR VALUE OF 
MONEY IN INDIA 

We discussed in ihc preceding chapter that 
the value of money is invariably co-related with 
general price level so that a study of general price 
level gives us a good idea of fluctuations in the 

9. Se« Kitch mnd Elkin, panit, 

10. El»»tieity of currcDC7 itDjJje* ihe e»f«city of evrreoey to 
incretM or decreaie a* (ScintoJ for h increarea or decreaiet, and to the 
ealert to which it increare* or deereaaea. 
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value of money. We shall discuss below the price 
index numbers in India. 

Price Index Numbers In India 

The price index numbers in India are found in 
the official publication called, ''Index Numbers of Indian 
Prices” issued by the Department of Commerce and 
Industry of the Covemment of India, since 1905; but 
these index numbers are not supposed to be very 
reliable^*. Below is traced the history of prices in 
India on the basis of the available information. 

History of Prices in India 

The following index numbers indicate the general 
course of prices in India since 1861. with 1863 as the 
basic year. They are based on the wholesale prices 
of 39 articles. 


Year 

General Index 
Number 

Year 

General Index 
Number 

1861 

' 90 

1917 

196 

1865 

107 

1918 

225 


102 

1919 

276 

1873 

100 

1920 

281 

1875 

94 

1921 

236 


104 

1923 

215 

1885 

87 

1925 

227 

1890 

100 

1926 

216 

1895 

104 

1927 ' 

202 

MEM 

1 16 

1928 

201 

1905 

110 

1929 

203 

mssm 

122 

1930 

171 

1913 

143 

1934 

119 

1914 

147 

1935 

127 

1915 

152 

1936 

125 

1916 

184 




I86l-I865. Rise in Prices 

As is evident from the above table, this was the 
peri od of rise in prices. Due to the American Civil War. 


II For instance see Vaki] anil Munranjan. Curreny aruJPffr** 
Jixfia, p. 140; also Boteley Boberttm ComptMtt Jieport, p. 44. 
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extensive exports of cotton at high prices were made 
from this country, which brought in it an enormous 
quantity of precious metals. The coinage of silver also 
increased and prices shot up. 

J666 )R05. Fall in Prices 

During this period, the prices, on the whole, 
showed a tendency to decline, except for a sudden 
break between 1876 and 1880 when they tended to rise 
owing to famine. The fall in the prices was due to 
following causes : (a) Scarcity of gold. The world pro- 
duction of gold had declined while the demand for it 
had increased as the gold standard was adopted more 
extensively, (b) Stoppage of free coinage of silver. During 
this lime mints were closed down for the free coinage 
of silver, which checked the issue of silver currenev 
freely, (c) /ncf««e cn trade. The value of trade had 
increased due to improvements in the arts of produc- 
tion and cheap freight, the latter as a result of the 
opening of the Suez Canal and the construction of 
railways, 

1685 - 1893 . Rise in Prices 

During this period, the production of silver in- 
creased enormously. Germany and other European 
countries demonetised silver which found its way to 
India which was on silver standard. The heavy 
coinage of the rupee pushed up prices. 

I893--l9lti. Rise In Prices 

During the period under review the price level 
was high. According to the Prices Enquiry Committee. 
the main internal causes which pushed up prices were: 
(1) Shortage in the supplv of agricultural commo- 
dWes (1^ Lowts of ttan^port 

due to the construction of railways. (3) Improvement 
in the general banking and credit facilities in force. 
The external causes included the shortage of staple 
commodities, increase in the production of yellow 
metal and improvements in the credit facilities. 

5. I9ltt-1920. Further Rise in Prices 

The pre-War tendency of prices to rise continued 
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during this period witli increasing vigour owing to 
the War. Imports from foreigncountries were drastically 
curtailed since they were busy with War and there 
was scarcity of shipping facilities! while the rates of 
insurance had risen sky-high. India exported goods to 
the Allies which brought much wealth to her. The 
breakdown o5 the Tai\v»ay ayslem damaged the div 
tnbutive system and made way for profiteering. 

The famine of 1918*1919 greatly reduced the 
supply of agricultural commodities. The currency was 
greatly inflated due to favourable balance of trade 
which was accentuated hy the floatation of war loans. 
The peak was registered in the year 1920 when the 
index number rose to 281 as against 174 in 1914. 

6. I92M929 Slump in Prices 

Prices began to decline from 192! very rapidly. 
The sale of Reverse Council Bills deflated the currency. 
The unfavourable balance of trade led to the export 
of the yellow metal. The unnaturally high ratio of 
Is. 6d also did its work. Finallv. the world condi- 
tions had a depressing effect on Indian prices. Prices 
fell drastically after the Wall Street Crash in America 
in October 1929 which paved the way for a world 
depression. 

The prices began to rise slowly after 1933. The 
Calcutta wholesale price index number which stood at 
89 in 1934 increased to9I in 1935 and remained steady 
at that figure in 1936. In January 1937, it rose to 98. 
and in August, to 105 due to the rearmament 
campaigns, boom conditions and speculations. Since 
then there set in an economic recession which depressed 
the prices to 96 io March 1938. and to 94 in April of 

the same year. Since the outbreak of the present 
war prices have shot up and profiteering’® has made 
its appearance. Price control schemes have been in- 
troduced, but stiff prices are nsing. 

12. For nn elemenwry ducumoo •'Profileering'* (iDce the pre»<nt 
War, See Amar Naraio Agar'eaTa. in the Boom! Orior [AUaTiafxi^- 

March 10 1940 
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CREDIT AND CREDIT MECHANISM 

Credit is an exchange in whush one party renders a service in the 
return made by the other falU in the future— 

§ t. CREDIT 

Meaning and Definition of Credit 

the word ‘Credit* Has various meanings and is 
used in a variety of senses. It Has an economic sense, 
a business sense, an accounting sense and a general 
sense. 

{<t) hs Economic Sense — We usually speak of a 
cash transaction and a credit transaction. By cash 
transaction ^ve mean a transaction m which cash 
is paid at the time of the purchase of a commodity 
or service. Credit transaction, on the other hand, 
implies a transaction in which the payment of cash 
is postponed for a future date. In this sense, which 
is the economic sense of the term, credit implies the 
postponement oj payment, jevons aptly describes credit as 
‘nothing but the deferring of a payment.’ 

{h) Its Commercial Sense — In commercial parlance, 
the word ‘credit’ generally signifies the financial repu- 
tation of a business man or a business house. Credit 
of a business man is based on (i) his business ability 
and (ii) his honesty. If the credit of a business man 
is good, he can borrow large sums, a privilege 
denied to a man of little or doubtful credit. This 
implication of the word ’credit* is closely related to 
its economic sense. 

(c) Its Accounting 5cnsc— Accountants use the 
word credit to mean the right*hand side of an account, 

(d) Its General (Sense — Credit, in ordinary langu- 
age, also means ‘trust’ or 'praise*. 

It is, of course, the economic sense of the term 
‘Credit’ which is of special importance to the students 
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of Economics, and in which it is habitually used by 
economists'. 

Essentials oP Credit 

Credit involves three essentials : — 

(/) Exchange or Transfer of Value — The exchange 
or transfer of something valuable from one party to 
the other is an essential element of credit. Unless 
some goods or services have been transferred by one 
party to the other, the question of the postponement 
of payment (i. e. credit) cannot arise®. 

(2) Time — Time is involved in credit. In other 
words, every credit transaction involves fut urity . It is. 
of course, the postponement of payment to a future 
date which makes a transaction 'credit' transaction. 
If the payment is made immediately it will become 
a cash transaction, pure and simple. 

(5) Con/idence— The roost important and basic 
element of credit is confidence. Unless one has 
confidence (a) that the borrower is carrying on a 
profitable business in an efficient way, so that ht 
would have the %vherewithal to pay back the money 
at a future date; and (b) that he is honest and would 
be willing to pay back his liability when he h 
able to do so, one would not grant credit. Con* 
fidence, which is based on the economic 'and moral 
qualities of the borrower, is the fundamental basis 
and the most important element of credit^. 

1. Credit tias tieen deliaed t>y varioua writer* in different way* 
For instance. McLeod apeak* of credit as the present Right to a Futiiri 
payment. L. Walras calls credit as *tl>e lending of capital . Carlo p, Ferram 
regards credit as ‘the whole of those economic conditions because of whicl 
men consent to make paymcEla in the presenton the promise of repaymeul 
ID the future'. 

2. Some text book writers mention anotmi as an element af 
credit instead of tzeka^K The word noisunl ti, bowerer, vague, lU 
expressive and of doubtful meaning. In my opinion it should not be uscJ 

3 The element of confidence it to important that 'credit' is ea« 
applied by some writers to that bebef in a man'a probity and aolvency wbiok 
will permit of his being entrusted with something of value belonging la 
another, whether that 'something* copiiats of money, goods, aerviees or even 
credit itself as when one mao eotruats to another the use of his goad 0*0* 
and riputatioa.— S E. Thomas, Elswsnii o/ CMnowici, page 433. 
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Importance and Utility oP Credit 

The importance of credit m the present age is 
too obvious to need detailed discussion. If you 
carefully see all around you. you will find that in 
every walk of economic life credit plays a vital part. 
The retailer purchases goods from the wholesaler 
on credit. The wholesaler, in his turn, gets credit from 
the manufacturer. The manufacturer, again, gets capital, 
raw materials etc., on credit. In this way the entire 
economic structure is bound together by the string of 
credit. That is why the failure of one firm is often 
the fore-runner of the failure of other firms operating 
in similar and dissimilar business fields alike. Large 
scale production, which is one of the most remarkable 
characteristic of the present age, has been made 
possible by credit in a very definite sense. Again, 
creiii insiUaiions (/.e.. banks) and credit insfrvments (i, e., 
written evidences of credit transactions which are used 
more or leas like coins and currency notes, such as 
cheques and bills of exchange) are the most vital 
constituents of the economic structure of a country. 
The importance of credit can, therefore, be easily 
realised. 

The main advantages of credit are the follow- 
ing 

(1) Credit giVes rise to credit instruments which 
serve the purpose of metallic currency. This is advan- 
tageous in three respects — (c) Credit instruments 
constitute a cheaper medium of exchange than metallic 
coins, (b) Credit instruments are more convenient than 
metallic currency. For instance, a bheque of Rs. 100 
can be easily written, but the counting of coins worth 
Rs. 100 and the ascertaining that they are all genuine, 
takes much lime, fc) Metallic coins csinnct fuJJy 
meet the currency requirements of the present-day 
society and credit instruments fill the gap with great 
efficiency. 

(2) A natural corollary of the foregoing utility 
of credit is that it makes the transmission of money to 
disicrj places cheap and easy, if you have to pay 
your creditor at Madras Rs. 1,000. you can send silver 
coins, but much time, labour and money will be 
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saved if you send him just a bank draft* of that 
amount. 

(3) It makes possible the collection of unspent parU 
of the incomes of the people. Banks mobilize the finan- 
cial resources which might remain idle otherwise, by 
offering attractive rates of interest. The habit of 
thrift IS thus inculcated in the masses. 

(4) The vast reservoir of capital formed by 
collecting tiny streamlets and personal savings, is allow- 
ed to flow opt into the hands of entrepreneurs with 
brain and acumen but without adequate capital for 
carrying on business. Thus credit encourages prodaction. 
Not only this; by enabling payments to be postponed 
till it IS convenient for the borrower to make them, it 
also diminishes difficulty and hardship. 

(5) Credit minimises price fluctuations. When 8 
boom 18 imminent and prices are looking up. a check 
on credit expansion is likely to keep prices stable. 
On the other band, if a depression is about to set in 
and prices are going down, an expansion of credit 
might prevent its occurrence. Again, when trade « 
reviving slowly after a period of depression, gradual 
and systematic expansion of credit may be expected 
to bring up the prices to the pre-depression level. 

(6) Credit enables governments to obtain posses 
sion of funds with which to meet emergencies when n( 
other means are available for the purpose. 

(7) Credit enables indioiduah to tide ouer tempafori 
financial difficulties. For instance, it makes possibii 
the purchase of goods for consumption purposes pend 
ing the receipt of income. 

Dangers of Credit 

Credit, which I’s the source of so many benefit 
ani aivatftagea, is aSso attended wiVh some ciangert 
Credit is subject to human control and if that contrc 

4. A Bsok Draft it in »un[J« langnago ■ letter given by one bank oil" 
to it> own braaeb or Head Office aitiuted et iome other place initructing 
Jo pay a dafimia autn of eiesey to ike perton named therein. 
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U not exercised >vilh due caution and inleliigence. 
grave repercussions ore likely to follow. The mam 
dangers are the following:—* 

{l)The liability of credit to he issued in excess h 
its most important disadvantage. The issue of credit 
is a profitable job — the larger and more numerous the 
loans a banker gives. tKe more the interest it earns; and 
the larger the credit a businessman allows, the higher 
the soles he makes. Aa such, there is always the 
danger of its being over-issued beyond the legitimate 
business requirements. The danger becomes parti- 
cularly great during the time of business prosperity 
when unwise credit expansion often leads to excessive 
real, over-production and speculation. To safeguard 
against this danger, the institution of Reserte or 
Central Bank has been devised. 

(2) Credii enahhsQ man of doahffvl ohility to start 
a speeulalk'e and nripro/ifcWc business, only to rum him- 
self and others whn have granted him considerable 
credit. Ag.ain. a business man may continue a losing 
business with the help of borrowed capita). He may 
in this way disguise his financial weakness and in- 
crease his financial commitments only to make the 
consequences of his eventual failure more wide-spread 
and disastrous. Fortunately, people have become 
alive to this danger and a thorough investigation at 
the time of ghing credit is found to be a dependable 
safeguard. 

(3) Credit enables consumers to obtain money which 
they often squander away recklessly and become finan- 
cial WTCcks. In our own countrj', a fair share of the 
rural indebtedness is the result of the horrou'ing of 

’ money for consumption purposes. 

i4) Modem credit or^aobrjiiJnn leads Jibe 
mafion of monopolies and eomoino/ions and to ccnfrcl control, 
which use unfair methods of competition to crush 
■ competitors, increase prices and exploit labourers. 

I 1 his danger is sought to be checked by law^s against 
' unfair competition and combination. 
t Credit end Copital 

‘ Whether credit U capital or not. is an oft- 
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debated point. There has been great difference of 
opinion amongst economists on the subject and 
though the controversy has now been relegated to 
the background because of its theoretical nature, it 
has not been made absolutely free from the fog of 
confusion. ‘Capital’, as we all know, is that part of 
wealth which is used for further production of wealth. 
To decide, then, whether credit is capital or not two 
questions arise : 

(1) Is credit wealth ? 

(2) Is it used for further production of wealth ? 

(1) Credit is an abstract concept; but its objec- 
tive form 19 the credit instrument. Credit instruments 
serve the purpose of media of exchange. A man who 
possesses a credit instrument has a claim on some- 
body and can get cash in exchange for it. As such, 
like currency or money, credit instruments are certainly 
wealth. 

(2) When credit is taken for productive purposes, 
evidently it helps in further production of wealth and 
IS. therefore, capital. But if it is used for consumption, 
it is, of course, not capital. 

It appears, then, that productive credit is capilol 
But this statement is sometimes challenged, it h 
said that it is true from the viewpoint of the borrower 
and lender but not true from the viewpoint of the 
society. For the credit instrument is only a 
representative of capital; and just as your reflection 
m a mirror docs not make two of you, similarly a 
credit instrument does not increase the capital it repre- 
sents. Credit thus cannot create capital. "Credit . 
says Ricardo, "does not create capital; it only 
determines by whom capital should be employed. 
Similarly Mill writes, "Credit being only the permission 
to use the capital of another person, the means of 
W ^*1 km*! t/nV/ he 

transferred.” 

There seems to be much sense in this argument. 
But sometimes credit is granted by bankers far m 
excess of the capital they possess. Roughly, it has 
been estimated that if a banker possesses Rs. 
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he can grant a loan of Rs. 100, because depositors 
do not demand more than 10% of their deposits 
at any particular time. In so far as this happens, 
credit certainly creates capital. 

Moreover, in the above argument it is assumed 
that credit is merely the transference of capital from 
one party to another: this is not always a fact. Some- 
times the owner of money does not use it producti- 
vely hut keeps it as a hoard. Its transference to other 
person for productive use is, therefore, the trans- 
ference of idle resources to some other man for being 
used as capital. In so far as this happens, credit again 
may be said to create capita). 

Credit Mechanism 

)n these days of enormous credit and efficient 
organisation, a well-organised credit mechanism has 
been set up to make credit arrangements easy, 
convenient and safe. Its two important constitu- 
ents are : (a) Credit Instruments ivbicb are the written > 
evidences of credit transactions, e. p., Bills of Exch- 
onge. Promissory No^s etc., and (h) Credit institutions, 
he.. Banks, which receive depcsfls and lend money 
to the borrowers. We shall study them in the follow- 
ing sections, 

§ - 2 . CREDIT INSTRUMENTS 

Meaning 

In modern society, cred it transactions— are evi- 
denced by written documents containing an under- 
taking to pay n definite' sum of money. They are 
known as credit instruments. The important credit 
instruments are promissory notes, currency notes, 
bills of exchange, cheques, drafts and hundies. 

Credit Instruments and Money 

Credit instruments are given and accepted in 
discharge of debts just like money, but there are 
certain points of difference between money and credit 
instruments : 

(1) Money is always legal tender : a debtor can 
legally compel his creditor to accept it in due dis* 
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charge of debt, Credit instruments, however, do not 
enjoy this privilege. 

(2) Because of the legal tender character, 
money is generally acceptable. A shop-keeper accepts 
rupee coins from the buyer because he knows that 
others would unhesitatingly accept them. This is 
not the case with credit instruments. A person 
accepts a cheque or a hanJi from another only if he 
IS confident that the cheque or the hundi will be duly 
honoured. In the absence of this certainty, he will 
refuse to accept it. Credit instruments are. therefore, 
only specially acceptable. 

(3) Finally, credit instruments are written un- 
dertakings to pay money and must necessarily be 
different from money. They are, in a limited sense, 
substitutes for money. 

We shall now discuss the chief forms of credit 
instruments. 

Promissory Notes 

De/inifion— A promissory note has been legally 
defined as an instrurnent in writing (not being a bank 
note or a currency note), containing an unconditional 
undertaking, signed by the maker, to pay a certain 
sum of money only to, or to the order of, a certain 
person or to the bearer of the instrument. 

Parties to a Promissory Nole-^'Vhere are two 
parties to the promissory note: (e) the person who 
signs the note and thereby undertakes to pay. called 
the maker; and (2) the person to whom money is to be 
paid, called the payee. 

Demand and Time Promissory Notes — A promis- 
sory note contains a promise to pay money either on 
demand, when it is called a Demand Promissory 
Note, or after some time, when it is described as a 
Time Promissory Note. 

The notes issued by the Reserve Bank are pro- 
missory notes but they have been specifically excluded 
from the legal definition of the term. Promissory 
notes, other than bank notes or currency notes, are 
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mitten on stamped papers, the value of the stamps 
being ad valorem, i.e.. it varies according to the value 
of the document. The following is an example of a 
promissory note. 


Rs. 300 


Two months after date, I promise to 
pay to Messrs. Ram)i Lai Shyamp Lai and Co., or 
order, the sum of Rupees Three Hundred only for 
value received. 

For Narayan Press. 

(Sd.) G. P. Tiwari 


STAMP 


Bank Notes and Currency Notes 

Bank notes or currency notes are promis- 
sory notes, containing as they do the promise 
of the Government or the Central Bank to pay a 
certain sum of money on demand to the bearer of the 
instrument. If a note is Issued by the Government, 
it is known as Currency note: but when it is issued by 
the Central Bank, it is known as the Bank note. 
Bank or Currency notes, though credit instruments, 
are, in fact, money since thw are always legal tender. 
As such, notes differ from other forms of credit instru- 
ments in all the respects in which money differs 
from the latter. 


Bill of Exchange 

iX/ftTn'jWT — A hi}} <tf is iegaliy «deAnecf 

as an instrument In writing containing an unconditional 
order signed by the maker, directing a certain person 
to pay a certain sum of money only to, or to the 
order of, a certain person, or to the bearer of the 
instrument. In simple words, a bill of exchange is an 
order from n creditor to the debtor to pay a certain 
sum of money to himself or to a specified person or 
to the bearer. 
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Parties to a Bill — There are three parties to a hill of 
exchange — the drawer, the drawee and the payee. The 
person who draws or makes the bill, i.e., the creditor, 
IS called the drawer, the person on whom the bill is 
drawn, i.e., the debtor, is called the drawee', while the 
person who is authorised m the bill to receive the 
payment is known as the payee. 

Demand and Time Bills — A bill of exchange may 
be payable on demand when it is known as Sight or 
Demand Bill, or it my be payable after a specified period 
when it 13 known as Time or Usance Bill. In the case 
of Time Bills, three days of grace are added to the 
specified time in order to arrive at the due date. No 
such days of grace are allowed in Demand Bills. 
Time Bills must pay an ad valorem stamp duty which 
IS not charged on Demand Bills. 

Acceptance— K bill, after it is properly written, 
is presented to the acceptor for his acceptance. He 
accepts It by writing the word, 'accepted* on the face 
of the bill with his signature below it. After accepts' 
nee a bill becomes a pukka document binding on the 
acceptor. It is then known as Acceptance. The 
following IS an example of a bill of exchange: 


Allahabad 

Rs. 700 April 15. 1940 

Stamp 

Two months after sight of this bill, 
pay to me orxny order the sum of rupees 
seven hundred only for value received. 

Tc 

For fCitab-Mahal, Allahabad 
S. Niwas 

Proprietor. 


The Narayan Press, 

Allahabad. 


This bill has been drawn by the Kitab-Maba!, 
Allahabad (the drawer) on the Narayan Press. 
Allahabad (the drawee). Kitab-Mahal is specified as 
the payee. The bill will be accepted by the drawee by 
writing the word “Accepted” with its signature across 
the face of the^ document. 
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Inland and Foreign BiY/s— A Bill of Exchange 
is used not only in respect of inland dealings but also 
in respect of international dealings. The former type 
of bill is called the Inland Bill and the latter, Foreign 
Bill. Foreign Bills render an important service to 
the business community. If metallic coins ^vere to 
be used for paying foreign creditors two difficulties 
will arise." Firstly, foreigners will refuse to accept 
coins on their face value since they are not current 
in their own country. They will accept them only 
as bullion. Secondly, much time, labour and money 
will be wasted in shipping coins from country to 
country. These difficulties are solved by the use of 
Bills of Exchange. The London creditor may just draw 
a bill on his Calcutta debtor and sell it in London to a 
man who has to make payment to his Bombay 
creditor. The London creditor, thus, gels his money 
immediately from a Londoner. The latter sends 
this bill to his Bombay creditor who presents it to 
the Calcutta debtor (the drawee) and receives pay- 
ment from him. Thus accounts are settled without 
a sln^e pie being shipped from either country. 

The following diagram shows how accounts 
are settled. 
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A Bill of Exchange and a Note 

A bill of exchange differs from a currency or 
bank note in significant respects: 

Bill 0 / Exchange Note 

(1) Ith as three parties— (I) It has only two par- 

drawer, drawee and ties — issuer and 

payee. payee. 

(2) It is an order to pay. (2) It is a promise to pay. 

(3) It requires acceptance (3) It does not require 

by the drawee. acceptance. 

(4) It may be issued by (4) It is usually issued 

anybody. by the Government 

or the Central Bank. 

(5) It IS not legal tender (5) It is legal tender and 

and is not a part of is a part of currency, 

currency. 

(6) It may be demand (6) It is always demand. 

or time. 

(7) It cannot be re-issu- (7) It can be re-issued, 
ed, 

(8) It IS not subject to (8) It is issued under 

special restrictions special Act. 

(except those im- 
posed by the 
Negotiable Instru- 
ments Act). 

(9) It is very important (9) It is not so impor- 

in making foreign tant. 

payments. 

(10) A bill maybedrawn (10) It is not so drawn. 

in a set of three. 

Cheque 

Definition— Pi cheque is an order drawn on a ban- 
ker by the depositor requiring the former to pay on 
demand a definite sum of money to himself or to the 
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person named therein or to the bearer of the cheque. 
Legally, it has been defined as a bill of exchange 
draivn on a specified banker and not expressed to 
be payble otherwise than on demand. In other words, 
Q demand liU of exchange drawn on a hanker is known 
as cheque. 

When a depositor opens a current account with 
a hank, he is given a cheque book. Whenever he 
desires to withdraw money himself or to make 
payment to some other person, he fills in the cheque. 
Some banks have begun to issue cheque books to 
savings bank depositors also. 

Parties to a Cheque — Like a bill of exchange, a 
cheque has three parties. Vis.. (1) the drawer, the 
depositor who writes the cheque. (2) the drawee, the 
hank on whom the cheque is drawn; and (3) the payee, 
the person specified in the cheque for receiving 
payment. Cheques are of three kinds ; bearer cheques, 
order cheques and crossed cheques, 

Seorcr CAcques— A bearer cheque IS made paya- 
ble to the bearer, i.e.. it is payable to the person who 
presents it to the banker for encashment. The bank 
is under no liability to ascertain that the payment is 
made to the right person. If a man finds a hearer 
cheque lying on a street and gets it encashed by the 
banker, the latter is not liable for the wrong payment, 
bearer cheques do not require endorsement. The 
lollowing is an example of a bearer cheque : — 


No. A5302 Dated, Allahabad. June 1, 1938 

jWALA BANK. LTD. 

AHababad 

Pay to Dr. R. N. Dubey or bearer Rupees Five 
j Hundred only. 

[ R,. 500 = 0 = 0, For Kiiab-Mohal. Publisher 

j S. N. Agarwala. 

Manager 
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Order Cheque — A cheque made payable to a 
certain person “or order” is called an order cheque. 
In the case of an order cheque, the bank is liable to 
ascertain that it is paid to the right person. If the 
payment is made to a wrong person due to the 
negligence of the bank, it shall be responsible for 
wrong payment. An order cheque must also be 
endorsed at the time of its transferability. Endorse- 
ment IS effected by signing the name on the bach of 
the cheque. In the absence of an endorsement, the 
transference of the order cheque will be invalid. 

Crossed Cheque — Sometimes two parallel and 
transverse lines are drawn across the face of the 
cheque with, or without, the words “A/C” or “& Co." 
etc. Such a cheque is known as a crossed cheque. 
A crossed cheque cannot be encashed at the counter 
of the drawee bank. The bank on whom it is drawn 
shall pay it only to a bank. When a man receives 
a crossed cheque, he usually deposits it with his 
own banker who collects it from the drawee bank. 
Such cheques are absolutely safe as chances of 
wrong payment are evidently minimised. 

A Cheque and a Bill of Exchange — The following 
are the points of difference between a cheque and a 
bill of exchange 

Cheque Bdl of Exchange 

(1) It is always drawn (1) The drawee maynot 

on a banker. be a banker. 

(2) It is not accepted. (2)'Mt is accepted unless 

it is a demand bill. 

(3) It is always payable (3) It may be a demand 

on demand or a time document. 

(4) It is used, generally, (4) It is a very import- 

for internal circula- ant means of sett- 

tion only. ling international 

indebtedness. 

(5) It may be crossed. (5) It is never crossed. 
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The drawee is not (6) The drawee who 
bound to pay. and has accepted it is 

will not pay, in case bound to pay it 

of any irregularity, under any circums- 

tances. 

The bank is protected (7) The bank which 
against forged en- pays a bill con- 

dorsement of a cheque taming a forged 

drawn on him. endorsement cannot 

dehit the acceptor 
for the amount. 

Any delay in the (8) If the (time) bill is 
presentment of the not presented on 

cheque to the bank due date, drawers 

does not free the and endorsers be- 

drawcr and endorser come free from 

from liability, unless liability, 

the bank fails in tbe 
meantime. 

/t CAeque end a Bank Afole—The following are 
points of difference between a cheque and a 

Cheque Bonk Note 

It is not legal (1) It is legal lender, 
lender. 

It is an order to (2) It is a promise to pay 
pay a certain sum a certain sum of 

of money. money. 

It may be bearer or (3) It is always bearer, 
order. 

It is drawn by a (4) It is made by issuing 
depositor. authority — the State or 

the Central Bank. 

It may be crossed. (5) It is not crossed. 

Its life is short as it (6) It has long life as it 
does not inspire inspires great confi- 

confidence in all. dence in all. 

Cheques in /ndio— Cheques have many advant- 
». They constitute a very cheap medium of 
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exchange: their volume varies directly and automati- 
cally with currency requirements of the country: and 
they have many other merits besides. It is unfortu- 
nate that in our country the use of cheques is not 
well-developed. The following are the means by which 
the practice of using cheques can be extended in 
this country (1) The masses of the country are 
mostly illiterate and cannot write cheques. Attempts 
must be made to spread education among them 
while banks should devise some method of 
enabling them to draw cheques. (2) At present cheques 
must usually be written I’n English. All persons do 
not know English, which prevents the use of 
cheques on a large scale. Attempts must be 
made to persuade or compel banks to make use 
of vernaculars. (3) Banks should provide facilities 
for prompt encashment of cheques at the counter, 
Traders and other customers should be encouraged 
by banks to use cheques. (4) Joint stock and co- 
operative banks should allow money to be withdrawn 
from savings bank accounts by cheques. Cheques 
should be accepted in payment of land revenue, 
local rates, and taxes. (5) The Government and 
local bodies should also make payments through 
cheques. (6) The Imperial Bank should revise the 
policy of charging low rates of commission on 
up-country cheques. (7) Finally, extension of 
banking facilities is likely to encourage cheque habit. 
Bank Draft 

A bank draft is a cheque drawn by one bank upon 
another bank or its own branch situated at a different 
place, requinng it to pay a certain sum of money to 
a specified person or to his order or to the bearer. 
A bank draft may be inland or foreign. Usually 
persons wbo have to make payments to distant 
creditors go to their bank to obtain a bank draft- 
They have to deposit wth the banker the amount to 
'oe rem'frtei ^los a smaVi commission. is ‘Aiw- 

issued which is sent to the creditor concerned who 
gets it encashed. 

Hundi 

Dc/mi/iorr— Hundi is the oldest surviving form of 
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credit instrument in this country. In simple words, 
a hundi can be defined as a written order, usually 
uneondilional, drawn by one person on another for the 
payment, on demand or after a specified time, of a 
certain sum of money, to a person named therein. 
A hundi is not quite an Indian bill of exchange as 
ihe existing text-books often make it out to be*. 
A bill of exchange is always an unconditional order 
while a hundi is sometimes conditional. 


Functions of Handies — Hundies play a very im- 
portant part in the financing of the internal trade of 
this country. It is a convenient form of remittance of 
money from one place to another. It is also used 
for getting advances. A merchant in need of funds 
sometimes draws a hundi on his agent or some other 
person or firm with whom an arrangement is made 
beforehand, and gets it discounted at the bank. But 
the hundi does not occupy the same position in India 
as the bill of exchange docs in England. A hundi does 
not contain anything to show that it is drawn against 
commercial goods and, as such, banks do not readily 
accept it. Usually they require endorsements of 
ivell-known bankers on it. 

Suh-dicis'ions of Hundies-~“A hundi may be darshani, 
t. payable on demand, or muddati, i.e., payoble after 
** specified period, Darsham and Muddati hundies 
arc sub-divided into: — 

(i) Dhanjog Hundi — Dhanjog hundi is payable 
to the Dhani or possessor. The bank is not liable 
•f somehow the payment is made to the wrong 
person. 


00^ Shahjog Hundi— Shahjog hundi is payable 
"hah , I. e., to a respectable person. The bank 
which pays a Sfiahjog hundi is responsible to see that 
the presenter is the proper person to receive the 
The Shahjog hundi is like a crossed cheque, 
the only difference being that such a cheque is paid 
_o a third party through a bank while the hundi 
IS paid only to the special Shoh. 

5> Df. L. C- J»ia. IrUt^rrmts Bantiiv. 
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(3) Firmanjofl Hutidi — This is made payable to 
order, the word Firtnon meaning order, 

(4) Dekhanhar Hundi — It is payble to bearer. 

SPECIMEN OF A HUNDI 

Om. r 

Number 345.^jj^ 'Hi vei^ 

Sidh shree Allahabad shuhhsthan shree patfi hhai 
NaOin Narain Shri Narain Itkhi Etah se Sri Niwas Sri 
Murari hi Ram Ram hanchana. Appranch hundi kila nai 
ek rupia 250 onlton do sou pochos jis ka nime rupia es 
saa pachehis ka duna para alhe rakha. The Mahaluxmi 
Elah Bank Limiled pas milt Bhadon sudi nomi se din 
60 salh pichche name shahjog hiundi chalan ialdar 
diya, mill Bhadon sudi 9 samwal 1978. 

Translation 

Om. 

iE?iW5 

^ To Messrs. Navin Narain Sri Narain of the 
pleasant and prosperous city of Allahabad. Sri Niwas 
Sri Murari send their greetings from Etah. Further, 
a hundi of Rs. 250, m words Rupees two hundred 
and fifty, the half of which is one hundred and twenty 
five, pay the double of this to the Mahaluxmi Etah 
Bank Limited, from Bhadon sudi 9 after 60 days in 
current money with Emperors head after due inquiry. 
Bhadon sudi 9 samwat 1978. 


Ejmlanation — This is a time Shahjog hundi. 
Messrs. Sri Niwas Sn Murari are the drawers, Messrs. 
Navin Narain Sri Narain, the drawees, and Mahaluxmi 
Etah Bank Limited, the payee. The Hundi is written 
for Rs. 250. 


Definition 


§3. BANKS 


Banks perform a large variety of functions '’in 
the modern society. As such, the word 'Bank* has 
been defined in numerous ways according to the 
aspect, or aspects, specially emphasized by writers. 
The simplest definition of the word ‘Bank’ is the one 
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which emphasizes the essentials of this institution. 
A bank, ns everybody knows, receives deposits from 
those who want to commit their wealth to safety and 
cam some interest also; in other words, tl harrows money, 
h also fends money to the needy. The borrowing .and the 
lending of money arc its essential functions. It may, 
therefore, be defined as an institution ivhich borrows 
and lends money. As the purchase and sale of the use 
of money arc credit operations, economists usually 
define banks as I’nsfiiuirons dealing in credit end money* . 

Functions and Utility of Banks ' 

The modern ‘bank performs numerous functions 
which throw light on the variety of the services it ren* 
ders to the modern civilized society. They have been 
rightly styled as the '* ccrvc‘Ccntrc of the modern 
world .” These functions carTbc conveniently divided 
into three classes : (1) Primary Functions ; (2) Genc« 
ral Utility Functions; and (3) Agency Functions, 

(/) Primery Func/tons— The primary and essential 
functions of a bank, as is evident from the definition of 
the word ‘bank’, ore two: the borrowing ond the lending 
of money. A bank borrows money with one hand 
>n order to lend it with the other; and this essential 
feature of its business remains the some whether the 
bank (s a vast joint-stock organization, with a wealth 
of resources ond net-work of branches and agencies, or 
a comparatively small private bank, or "a pioneer 
bank in a new country, with n stock-in-trade consisting 
of a tent, a safe, a trestle table, ond a revolver.” 

(fl) The horroivhg oj money. Banks borrow 
money through receiving deposits. Persons having 
money but faced with the problem of its proper 

6. S«tne ■uOioritUt on bBokInf fiive iroporlinee lo ihe mjinlfnBBftf 
eumat Bccounti. Tbu* H»ri BBy*. “A banker it one. who. in the ordinary 
«Mr»e of hit butinett. receivet money wbicb be repay* by honouring cheque 
* P*r»oB» from whom, or for whoae acsnunt, he receives it”, (tfart. Lam of 
-0*1 in; ) Some economitlt mainlB.n ibal the divertily of modern banking 
«P«r»tioBt in order totaiitfy ihe ebansing needi of our dynamic aociety 
idt all attempt* at an eahautUve definition of tho term bank, 
aabocld deterihe* the function* of variou* type* of bank* rather than 
• 'Bath* bank it»«If, For iattaaea. 5«o Rau, EU^ntnSarn Landing, 
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investment or safe custody, deposit it with banks and, 
in many cases, receive interest. 

Money may be deposited in a Current Account 
or a Deposit Account or a Savings Bank Account. 
In the case of a Current Account, Deposit, money 
may be withdrawn by cheques whenever neces- 
sary and no notice need be given to the bank. 
Usually no interest is given on current deposits, unless 
a minimum balance of a considerable sum is mainta- 
ined. In the case of a Fixed Deposit Accounl. the deposit 
IS made for a fixed period and is not withdrawable 
before the expiry of that period. An attractive rate of 
interest is given on such deposits. In the case of a 
Sailings Bank Accoant. money deposited may be with- 
drawn with certain limitations: for instance, in Post 
Office Savings Bank Deposits, withdrawals may be 
made only once a week and if a large sum is to be 
withdrawn, previous notice to the Post Office is neces- 
sary. Such deposits carry a moderate rate of interest. 

This function of the bank encourages ' people 
to save money. When it is known that an easy and 
convenient means of safe and profitable investment 
of money in the shape of deposits is available, people 
who would have otherwise spent all their income or 
hoard it underground, do not do so. They begin to 
take pleasure in seeing their Bank Pass Book balance 
increasing in amount through deposits and interest. 

(b) The lending of money. The small deposits 
received by banks together constitute a huge 
amount. This is lent out by the banks to capable 
agriculturists, industrialists and business men, who 
invest it in their ventures to their own profit and to 
the economic advancement of the country. The tiny 
streamlets of individual savings flowing into bank 
vaults are thus made to flow out as rivers to irrigate 
the fields of agriculturists, to move the wheels of 
industry and to float the vessels of commerce. 
The great service rendered by banks in convert- 
ing huge idle resources into active capital, by 
acting as a sort of standing brokers between the quiet 
saving districts and persons and the active employing 
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districts and persons, is too much to be appreciated. 
Money is lent to industrialists, agriculturists and 
traders in various ways. The discounting of bills 
of exchange and the granting of overdraft on current 
accounts arc two important methods of commercial 
credit. 

(2) General UtilUy Fti/ic/io/js—Besides the pn- 
mary functions mentioned above, the modern bank 
performs many miscellaneous functions xvhich ore of 
great general utility. 

(a) Issue of notes. The issue of notes is usu- 
ally entrusted to a duly constituted Central or 
Reserve Bank of the country which has the capacity 
to perform this function more efficiently than the 
.Government. In India the sole right of the note issue 
is vested in the newly established Reserve Bank of 
India. In Great Britain, the Bank of England enjoys 
this privilege. 

(h) Supply of currency. Modern banks are the 
means through which, not only paper currency, but 
all forms of currency are pot into circulation. They 
also discharge the relative duty of withdrawing from 
circulation light coins and defaced notes. 

(c) Issue of cfcJit inslrumenls. Banks create 
credit instruments like bank drafts, cheques, letters 
of credit, etc., which economise the use of metallic 
currency, make the transmission of money over long 
distances convenient and cheap, and remove the rvant 
of medium of exchange fell oy modem communities, 
currency alone being inadequate to meet the entire 
need. 

(d) Foreign exchange husiness. In olden days, 
each country used to have different coins in different 
parts, and bankers did the useful work of chan- 
ging one kind of money into the other kinds. This 
ga\c them the name of ‘money-changers’ This func- 
l^n has non* become defunct as each country has 
pgun to maintain n uniform currency throughout its 
ength and breadth. But different countries stiil 
possess different currencies, and banks play the impor* 

2 nt role of purchasing and selling foreign currency. 



II6 INTRODUCTION TO ECONOMICS 

foreign bills of exchange anil other credit instruments 
in exchange for the currency of the country in which 
they are situated. They facilitate foreign trade to an 
appreciable degree. 

(e) Safe custody of valaahles. Banks undertake 
to keep in safe custody valuables and important docu- 
ments in specially constructed strong rooms which 
are sure safeguards against fire and theft. The small 
payment charged by them for the purpose is nothing 
in comparison to the utility of the service rendered. 

(3) Agency Fonc/ions*“Bank8 also render many 
‘ agency services" hy acting as agents to their custo- 
mers in various capacities. 

(fl) They collect and pay cheques, realise divi- 
dends and interest and pay subscriptions and insurance 
premiums in the capacity of special agents to their 
customers. 

(h) Banks conduct stock and share transactions 
on behalf of their customers. 

(c) They act in various other agency capacities 
such as those of trustees, attorneys and executors. 

Kinds of Banks 

The financial requirements of the modern com- 
munity are diverse and various so that different typ« 
of banks have been set up for specializing m diffe- 
rent kinds of finance. The main kinds of hanks are 
mentioned below : — 

1. Commercial Banks — They finance the interna! 
trade of a country. They collect the floating capital of 
the community and finance the temporary needs of 
commercial transactions. 

2. Exchange Sonia— Their sole concern is 
finance the foreign trade of a country. 

3. Industrial Banks— They finance the industries 
requiring long-term credit. 

4. Agricultural Banks — They finance agriculture. 
As a rule, they provide the long-term finance. 
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5. Co-operative Banfes-— "They are usually started 
with the object of financing short*term needs of 
agriculture and industries, 

6. Savings Bcnis— They mobilise the small 
savings of the people in the savings bank accounts. 

7. fndigenous or Private Bankers — In most of 
the countries there is a large number of private or 
individual bankers who have been catering to the 
various financial requirements of the community as an 
hereditary occupation. 

Bonks Lend More Then What They Deposit 

An interesting aspect of the banking business 
is that banks are in a position to make advances much 
larger than the deposits that they receive. It is a 
sort of anomaly and often puzzles students. 

In orde r to understoo d thi s problem it should. 
first be made clear t W the money borrow ed from 
a banlc is usually depo sited in th e Kank by the 

borrowers, elth’M^because.. the ba_njc insists o n it or 
breausejhere ore MrUin_advanUg« in ha^ng acu- 
' Trent account deposit. It is this prdcedufe^vhich makes 
the'depdsits'bf a banlT so large. Such deposits are 
known as credit deposits as against cash deposit i.e,. 
the deposit of actual cash. Now, banks know on the 
basis of their past experience that the whole of the 
money deposited is not withdrawn at any particular 
time. The maximum possible demand is usually a 
Certain percentage of the total deposits. This per* 
centage roughly comes to 10 per cent. Banks, therefore, 
keep a 10 per cent "reserve” against deposits and lend 
the remaining amount. Thus, suppose a cash deposit 
of Rs. 1,000 is made with a particular bank. It will 
keep (10 per cent of Rs. l.CiOO) Rs. 100 as reserve 
against this deposit and give a loan of Rs. 900. This 
amount will be deposited by the borrower in 
the same bank. It will keep (10 per cent of 
Rs. 900) Rg. 90 as reserve against this deposit and 
give a fresh loan of Rs. 810. This process will be 
repeated as long as possible. According to this policy, 
a bank is In a position to lend roughly ten times more 
than the cash deposits it receives. 
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PROFIT AND LOSS ACCOUNT AND BALANCE SWEET 
OF A BANK 

TKe important accounting documents of a bank 
are (I) Profit and Loss Account and (2) Balance 
Sheet. 

Projit and L,oss Account — A Profit and Loss 
Account shows the uartous items of income and expenditure, 
strikes out the net profit or loss and describes ike appro- 
priation thereof. The following is an imaginary 
Profit and Loss Account of X Y Z Bank. Limited. 

Projil and Loss Account of the X Y Z- Bank 
Limited for ike year ending December 31, 1939. 

Dr. Cr. 


Particular* ' 

R* 

1 Particular* 

R*. 

To General Expense* j 

1 25.000 

By Balance 

1 10 000 

To Depreciatioa of l 

Premiee* ^ 

9000 

By Intere*! and Di* 
count 

1 1.50.000 

To Income Tax ^ 

3.000 



To Balance 

1.23000 



1 

1.60000 


j 1.60.030 

To Dividend Paid 

1,00000 

By Balance 

1,23.000 

To Balance j 

23000 




1,23000 


' 1.23,000 


In this account, the left-hand (debit) side records 
all Items of loss and expenditure and the right-hand 
(credit) side, of gam or income. The balance of Rs. 
1,23,000 is tbe net profit of the year 1939. Its appro- 
priation IS shown in the lower half of tbe Account: 
Rs. 1,00,000 are paid in the shape of dividends, leaving 
a balance of Rs. 23.000. 

Balance sheet — Balance Sheet is a statement shoioing 
the assets and liabiUhes cf a concern, thus giving an idea 






CREDIT AND CREDIT MECHANISM 119 

of its financial position. Assets indicate the properties 
in the possession of the bank and the money owing 
to it by others. Assets are shown on the right-hand 
side of the Balance Sheet. Liabilities are the financial 
obligations of the concern and are shown on the left- 
hand side of the Balance Sheet. We give below an 
imaginary bank’s Balance Sheet for the sake of illus- 
tration. 


Balance Sheet of the K Y Z Bank Limited forjbe 
year ending December 31 . 1939, 


1 

Liabilities j 

Rs 

1 

Rs, 

AuthorueJ Capital: 
30 000 shares e( Rs. 10 


Cash in hand and at I 
Bank 

300 000 


3,00.000 

Mcney at call I 




and short notice. 

1.00.000 

Issued Capital 23,000 
shares of Ra 10 each. 

2.50,030 

Investment in Securi | 

10 00.000 

Suhserihed Capital 


Loans and Advances 

1.00.000 

20,000 shares of 
Rs. 10 each. 

Paid UD capital 

2.00.000 

Bills Discounted 

1.50 OOQ 

20000 shares of 
Rs. ID each. 

Reserve Fund 

2.00.000 

1 1.90 000 

Bank Premises 

73,000 

Deposit Accounts 

13.00.000 



Interest Account 

10.000 



Profit and Loss Account 23.000 




j 17.23,000 


' 17.23,000 


Liahililies— This Balance Sheet needs explanation. 
We shall discuss the liabilities first. 


2. Capital — Capital is the first item. Capital 
is of various kinds. Authorised Capital is the maximum 
amount which the company is authorised (by its 
Memorandum) to raise. It is Rs. 5.00.000 in tbe 
above B/S. Usually the whole of the authorised 
capital is not issued for subscription by the public: 
only a part of it is so issued and it is called Issued 
Capital. The Issued Capital amounts to Rs, 2,50,000 
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in the above B/S. The share capital which is actually 
subscribed for by the public is known as Suhscrihed 
Capilal. It IS shown at Rs. 2,00,000 in the Balance 
Sheet under discussion. Called-up Capital is the capital 
which the directors of the bank call upon the subscri- 
bers to pay. The Patd-np Capilal is the capital actu- 
ally paid by the Shareholders: it is Rs. 2,00,000. 

2. Reserve Fund — Usually a part of profits is 
withheld from being distributed as dividend and is 
transferred to what is called the Reserve Fund to be 
made use of in times of financial embarrassment. 

3. Deposit Accounts of Rs. 13,00,000 represent 
the total deposits received by the bank. 

4. Interest Account shows that the bank has 
to pay Rs. 10.000 by way of interest. 

5. Profit and Loss Account shows that the 
balance of the P. & L, A/C which has been given 
above. 

/Iswis—Let us now briefly examine the assets 
side of the Balance Sheet as well. 

1. Cash in HandandCash at Boni— It is too sim- 
ple to need explanation. 

2. Money at Call and Short /Vo/ice— This is the 
money lent by the bank on the condition that it 
will have to be paid whenever called or after the 
expiry of a short notice given to the effect. 

3. Investments in Securities of British, Indian 
Provincial and States Governments etc., 

4. Loans and Advances. 

5. Bills /)i5coun/cd— The Bank has discounted 
bills of exchange worth Rs. 1.50,000. It has to receive 
this amount from the acceptors of the bills on their 
respective due dates. 

6. Bank Premises, Le., buildings of the bank, are 
valued at Rs. 73,000. 



CHAPTER IX 

INDIAN BANKING SYSTEM 

t« cruy be BceepleJ jbal a syMem ol banking eminently 
InJia'i then requirements was in force in lliat country many centuries before 
liie science of banking became an •ccomplislied fact m Ensland U is true 
tbst tba metbods of old in force in India were vastly different feom the 

European ideas of banking to-day •>. nerertbctess they admirably^ acted 

their part and must be recognised as having rendered immense services to 
the country as a whole— TV’, E, Prtaicn 

INDIAN MONEY MARKET 

Money Markefc 

‘Money Market* refers to the buyers and 
sellers of the use of money. In other words, the 
term 8ignifie«t the borrowers and lenders of money. 
Money is usually borrowed by agriculturists, indus- 
trialists and traders for productive purposes and by 
consumers for unproductive purposes, to tide over 
temnorary deficits in their budgets**. Money is lent 
by banks and money-lenders. The borrowers and 
lenders together constitute the money market. 

Indian Money Market 

India has a money market but it is small 
and divided, haphazardly organized and poor in 
variety, and generally backward to a deplorable extent. 
Its constituents are— 

A. The Indian Banking System : The Lenders — 

(1) The indigenous Banking System: 

(2) The Modern Banking system; and 

(3) The Reserve Bank of India. 

B. The Borrowers 

^ shaW give te^ow a Wiet description of these 

constituents. The borrowers, it may be remarked, 

1. StuJenU »houM rtmember th«t Market' Jo«i not refer to iny 
r*Micu1er market place hut to the buyera and aetlen of a commodity in which 
* «y cerry on free *nd Utihimpered trade. 

2- Deok*. loo. borrow money In the abape of depojila from ibeir 
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will not be treated separately but will be given inci- 
dental consideration along with the discussion of the 
Indian Banking System. 

§ 2. THE INDIGENOUS BANKING SYSTEM* 

The Indian Banking System is divided into two 
systems • (1) The Inii^enoas Banhin^ Sy'slem which 
has been handed down to us from our ancestors: and 
(2) The Moiem Banking System set up by our Occiden- 
tal rulers. These two parts have so far’remained sepa- 
rate and the problem of removing the gulf between 
them is one of the most pressing problems of the day. 

/nfroduc/ory— The word ‘Indigenous’ according to 
dictionary, means 'native of the place,' As such ‘in- 
digenous banking’ means hanking business carried on hy 
the nalioes in ihe old Indian fashion. It is now generally 
admitted that from verv early times India possessed 
an efficient system of indipenous banking. In fact, 
money-lending can be traced back to 2.000 B. C, and 
the subsequent history bristles with definite references 
to the banking business carried on in the days of yore. 
The Buddhist works. Kautilva’s Arihashasira, and 
Dharma Shastra make detailed remarks about indi- 
genous banking and show its importance In the 
economy of the country in those times. Indeed, even 
today indigenous bankers play a much more impor- 
tant part than the more imposing modem banks. 
They are spread throughout the length snd breadth 
of the country and are to be found in every village, 
town and city. They are called by different names : 
in the moFussil they are known as sahukars, hanias 
and mahajans while in large industrial and commercial 
centres they are called shroffs. The firm of indi- 
genous hankers is usually a family concern and is not 
organised on joint stock principle. 

Functions — (i) The main business of indi- 
genous bankers is to adoanee loans on every kind of 
security — ornaments, land, promissory notes or even 
verba! promise. In villages, they finance agriculturists 

5 For detiiled study See L. C. Jein. JndJjsnouJ JniA 

H. Sinfcs. Earhj European BanJitng in India B T. TlisVur. 
fruitan Canting, Banhino Enjmrf CommiUt* BeporU, tie. 
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and petty artisans who rarely have any good secu- 
rity to offer. In such areas, indigenous bankers are 
almost the only source of credit. Their methods 
arc very simple and free from formalities and 
suit the illiterate borrowers eminently. In towns, 
they finance trade and big mills and factories. 

(2) They also deal in ^ondtes. They buy or discount 
hundies offered by their customers and cash those 
drawn upon them by iheir agents or by appro- 
ved firms. They sell hundies drawn upon their 
agents or other firms agreeing to this arrangement. 

(3) Some of them also receive deposits but all or 
most of them do not do so. (4) They generally 
comlinc trading with the banking or money-lending 
business. They deal in cotton, grain, gold etc., while 
many of them indulge in speculation. 

Are The^ Really Bankers — The indigenous bankers 
are called 'bankers’: but are they really boniers. in the 
strict sense of the term ? A_banker is one who 
borrows _money as well as "lends it. Indigenous 
"bahkeTs lend money; but only in rare cases do they 
receh'c deposits. As such those indigenovs hankers 
tvho do not receive deposits are not 'bankers’ 
but are merely money-lenders. Those who do receive 
deposits are. of course, true bankers*. 

CoiTipar/sort ivilh Alodcm Banks — The above 
discussion throws considerable light on the points 
of difference between indigenous bankers and modem 
bankers. These points of difference may be tabulated 
as below : — 

Indigenous Bankers Modern Bankers 

!• Their firm is usually I. They are generally in- 
organised as a fami* corporated as a joint 

ly concern, stock company. 

A IndiBQ BinVms Enquiry ComouUea divides 'Indigenous bsnkers* 
uJlo (mnlfft end in.itjfnaus from this point of view. 

"Hiis terminalogj evidently crestesceitsin confusion. In tny opinion, if we 
niiae the mcm^rs of this system ns •Indijmoui Fuksncim' in pl»ce of 
Indigenous Boaliers' ntid divide icdigeaou* financiers into indigenous bankers 
•»d indigenous tnoney-lendera, iHis tertmnnloglcal confusion will be removed. 



ni jfrrRODUCTlON to ECONOillCS 


2. Only a few of them re- 
ceive deposits. 


3. They frequently com- 

bine trading with 
banking. 

4. They do not issue 

paper currency. 


5. Major portion of their 

funds is lent with- 
out adequate secu- 
rity; as such, they 
undertake great risk. 

6. They usually finance 

petty agncullunsts, 
small artisans and 
short-distance trade. 


7. Major portion of their 

work is done in vill- 
ages. 

8. Their numerical stren- 

gth is immense and 
their financing opera- 
tions, very extensive. 

9. They have few bran- 

ches. if any. 


2. Thereceipt of deposits 
is their important 
function. In fact, 
their capital comes 
not so much from 
its proprietors or 
shareholders as from 
their depositors. 

3 They do not combine 
any other business 
with the banking 
business. 

4. The Central or Reserve 

Bank IS given the 
sole right of note 
issue. 

5. Loans aregrantedonly 

against substantial 
security so as to 
minimize risk. 

6. They finance big con- 

cerns and long dis- 
tance trade. The 
financing of foreign 
trade is almost 
exclusively their 
preserve. 

7. Most of them are 

situated in big in- 
dustrial cities. 

8. They are not so numer- 

ous nor is their busi- 
ness so extensive. 

9. They have many 

branches. 


Their Defects — Indigenous banking system has 
certain grave defects. Indigenous bankers, money* 
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lenders in particular, charge' usarioas raics of interest 
and exploit the borrowers according to the urgency of 
their demand. Palhans and kahulics charge \ cry 
high rates, ranging up to 300 or 400 per cent, or 
e\cn more. In addition to it. they adopt^many sharp 
practices which arouse much opposition. J>Thc obtain- 
ment of thumb impression of the borrower and 
filling in any amount afterwards, the levy of inequita- 
ble charges Jike khatakholai or nazrana, and forced 
labour, virtually reduce the borrowers to the position 
*' of serfs. There is, indeed, a class of economists who 
sincerely believe that the indigenous banking system 
should be abolished completely. 

Their Merits— T\i\s is, of course, an extreme view 
and overlooks the merits of the system. Indigenous 
bankera adopt 1 simple methods which illilerale borro- 
'sers readily understand. vMoreover. they are very 
informal and do not hesitate to give loans on poor or 
no security at all and at any time. 1 A more impor- 
tant fact is that they ore almost the only oasis of 
thrift in the vast desert of extravagance and destitution 
and the only source from which credit can be had. 
If this system is abolished, and no better system re- 
places it simultaneously, nothing but injury will be 
inflicted on poor borrowers. The money-lender cer- 
tainly drives a hard bargain but the existence of great 
risk in lending money on little or no security forces 
him to do so. “To censure him is to censure the 
imperfections of mankind. We should rather blame 
the system than the man it has moulded.'* 

Su^^cihons for Improvement — The best that 
Can be done under the circumstances is to continue 
the system after curing it of Us defects. ' Indigenous 
bankers should be encouraged, m various ways, to 
receive deposits. ^They should be persuaded to charge 
reasonable rates of interest. ^Compulsory legislation 
of a moderate character and the Establishment of 
co-operative credit societies can be relied upon to 
tone down the existing high rates of interest. 
Attempts must also be made to bring this part of 
,, 5*lndian money market into close contact with the 
, modern banking system. Other suggestions are: 
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^(1) the amalgamation of indigenous bankers' into 
joint stock banks:*’(2) the formation of a co-operative 
bank of indigenous bankers, which should, inter alia, 
discount handies of the members and rediscount the 
same with the Reserve Bank of India; 8(3) the 
adoption of bill brokerage as an integral part of the 
indigenous hankers’ business. 

g 3 . MODERN BANKING SYSTEM 

With the advent of the Europeans in India, 
modern banks began to be set up on the western 
lines. And to-day we have got a fine system of 
modem banks, though it leaves much to be desired. 
Its important limbs are : — 

1. Commercial Banks. 

2. The Imperial Bank of India. 

3. Exchange Banks. 

4. Industrial Banks. 

5. Land Mortgage Banks. 

6. Co-operative Banks. 

7. Savings Banks. 

8. The Reserve Bank of India is. by virtue 
of its being the ‘apex bank’, given a separate treat- 
ment in the following section. 

Their Or^antsalion—Mosi of these banks are 
organised on the joint slock principle : they are joint 
stock companies for carrying on banking business. 
For instance, commercial banks, exchange banks and 
industrial banks are generally joint stock companies. 
The Reserve Bank ot India and the Imperial Bank of 
India are also joint stock banks but they have been 
incorporated under special Acts. Co-operative 
Banks are organised on the co-operative prineiplr. 
Savings banks are a department of the joint stock 
banks or of the Post Ofhce which Is a Government 
institution^. Sometimes students get the wrong impre* 

i. writers an the subject lump together all types of hank under the 
title ••Indian joint Stock Banks" This treatment, not being sufficieotly 
analytical, aotnetunes gives the icronj tmpresjwn Ouxl tp Indian jmnl 
bankt IS mean! Comtitereinl ionit (as most of the Indian Joint Stock Ben^' 
are Coiawetcial baoki. I have, tberefore. slightly varied the mode 
treatment 
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mistaken notion. 

1 . Commercial Banks o i • 

Their.Nature—Uo5\ of the modern Banks m 
India aV= Commercial Banlra. As them name .rnphe^ 
tkey finance , the internal , r«nse They 

and give short-term loans for the ‘ 

provide the worhing capital so to say. Un the 
bati, of the cash resources and the 
possess, they raise a huge structure of 
Ldit. Their deposits heing 

ations.they tahe precautions against 8=»'"e 
funds enmeshed in long term loans . m have 

able to meet the demands of depositors, they have 

to keep their funds ‘liquid*. 

Thir Position in I’t'haf ""B^nh 

cial Banks, other than the ,, 

and the Oudh Commercial Bank, were =1' 
blished in recent years. The impor an p , . 

cial hanks of the country are the Imperial Bank of 
India, the Central Bank of India, the 
Bank and the Allahabad Bank. They are distributed 
in big cities like Calcutta. Bombay. Cawnpore etc., 
and have not yet penetrated into the intenor. 
economists heliev-rthat we should not 'norease he 

number of the banking offices in the coun ty 

time being but should address ourselv^es o ® 
b!cm of consolidation of the existing sn s. 
however, think that since the vast tracts of the coun- 
try are still unserved by efficient banks, the establish- 
ment of new banks need not be discourage . 

Defects and Remedies-Our commercial banks 
suiter from many disadvantages which need remedy. 
The\' do not iive chan advances on the person- 
al securities of borrowers. In practice, clean 
on personal security of an individual of undoubted 
means and cbaracter, turn out to be just as sa e an 
satisfactory as any other. Again, they lack the syslc- 
mefic collection of credit information about their custo- 

6. U<,ta<3ny r«fer» lo ibe re*tJj eorertiVility into e*«K 
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tners, which should be cvolvedj Efforts should also 
be made to popularise the use of hills by providing 
discount facilities. They should try to encourage the 
use of cheques through various means discussed in the 
preceding chapter. 

2 The Imperial Bank of India • 

The Imperial Bank of India, formed in January, 
1921, under the Imperial Bank of India Act, is at 
present the most powerful commercial bank of the 
country. It has had a romantic career. It was 
formed in 1921 as a shareholders* bank by the amalga- 
mation of the three Presidency Banks of Calcutta, 
Bombay and Madras and was expected to discharge 
the functions of a Central or Reserve Bank. The 
Act, as such, set up an elaborate system of its control 
and management which are entrusted to a Central 
Board of Governors with three local Boards at Cal- 
cutta, Bombay and Madras. Important restrictions 
were also originally placed on its functions. Thus it 
was prohibited from lending money for more than six 
months and from financing foreign trade. Its chief 
functions were the following : — 

(1) To act as a banker to the Governmental 
bodies. 

(2) To act as a banker to other banks. 

(3) To advance money on the security of 
stocks, Government secunlies. debentures, goods etc., 
(with certain limitations). 

(4) To draw, accept, discount, buy and sell 
bills of exchange and other negotiable securities. 

(5) To receive deposits and securities for safe 
custody. 

(6) To transact various other miscellaneous 
banking functions. 

The Act put the Bank under an obligation to 
open 100 branches within a period of 'five years from 
its inception, an obligation which was duly dischaiged. 



INDIAN BANKING SYSTEM 


129 


Due to the defective provisions of the Act and 
the spirit with which it was administered, the wor- 
king of the Imperial Bank did not come up to the 
expected level. It was given certain privileges which 
are usual in the case of a Central Bank alone. But. 
curiously enough, it was not effectively debarred from 
entering into competition with other banks. The 
consequence was that it made use of its special 
privileges to obtain unfair competitive advantages 
over other banks of the country. It was neither 
a full-fledged Central Bank nor an independent 
commercial bank, but a hybrid mixture of both; 
and was severely criticized in both these forms. 

The mistake ivas realised in course of time. 
The correction was made in 1935 when the Reserve 
Bank of India was set up to act as the Central Bank 
of the country. The Imperial Bank ceased to be the 
Centra! or Reserve Bank from that date. It, however, 
entered into on agreement with the Reserve Bank of 
India by whicli it became the sole agent of the Reserve 
Bank. The Imperial Bank Act was amended. The 
restrictive provisions, that the Bank cannot transact 
foreign exchange business and that it cannot lend 
for more than 6 months, etc., have been relaxed. It is 
expected that the Bank shall render greater services 
to the country under its amended constitution than 
that it has done in the past. 

3- Exchange Banks 

Just as commercial banks finance the inter- 
nal trade of the country, similarly exchange banks 
finance its foreign trade. 

The following is their business 

(f) They reahse the import biffs on the matu- 
rity dates. 

(2) They sell drafts and Telegraphic Transfers 
payable in foreign countries. 

(3) They purchase drafts and Telegraphic Trans- 
*L^®tc., at foreign centres payable in the centres where 
they conduct their operations. 
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(4) They import goU and silver as well as 
foreign currency. 

The most important point regarding exchange 
banks is that all of them are foreign hanks’ , There 
is not a single Indian exchange bank. Attempts^ had 
been made in the past to start an Indian exchange 
bank but they were nipped in the bud by the powerful 
foreign exchange banks. The Central Bank of India 
recently took the lead in this direction and started 
the Central (Exchange) Bank of India in London but 
it had to close down the venture in the teeth of 
crushing competition of the privileged foreign hanks. 

The absence of Indian foreign banks is not 
merely an academic patriotic insult to India; it also 
creates many practical difficulties. Complaints have 
been made that these banks are unduly harsh on 
Indian business men and show favour to the traders 
of their own country in various matters, small and 
hig. They do not supply satisfactory references about 
Indian merchants to foreigners and literally force 
Indian merchants to insure goods with foreign in« 
surance companies and to ship goods in foreign ships. 
Of late, they have also begun to receive deposits in 
India by opening branches in the interior and to utilise 
the funds as they please, not infrequently against the 
economic interests of this country. It is high time 
that such sharp practices should he stopped and 
protection afforded to Indian institutions of this 
character, 

4. Industrial Banks 

Industrial banks are meant to finance industrialists 
for long periods. Just as commercial banks provide 
working capital, industrial banks provide /txea cijpj/fi/ 
to industrialists. Since they give long term loans, 
they psrsuade people to entrust them with money in 
the shape of fixed deposits by offering attractive rales 
of interest and by othor methods. They also aid 
industrialists in raising capitalfrom the public by under- 

7. The importent eschanje bonlu worfcing in India »r« ih* 

Basic of India, Auitralia and China, P, & O Banlciog Corporation. Vohiv 
hema Special Banic, etc. 
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lion!! particularly to a crtuntry like 

urgent need of rapid industnahsaUon. , , ' 

stage; while the Puninb banks, which ““="'P‘'=^ ' ' 
dustrial financing with short term 

grief. Attempts must be made afresh to start such 
banks oh sound lines. 

5. Land Mortgage Banks 

Land mortgage banks are meant 8''!“= 
term loans to agriculturists mainly for 
manent improvements (i.c.. to provide f«ed 

capital) against the mortgage of land . »i!*' r,,neiion 

in agriiulwral finance corresponds with •'’o 

o! industrial banks in industrial finance. There are 
very few land mortgage banks m India, 
the existing banks have been incorporated un 
Co-operative Societies Act. There is an urgent need 
for more banks of this type. 


6. Co-opsrative Credit Institutions 

Co-operative banks and credit societies are the 
societies established under the Co-operative bocieties 
Act for providing credit to their members. Uenerally. 
they give short-term loans to agriculturwts an 
artisans. Co-operative credit institutions a un er 
three classes: 


1. Primary Societies. 

2. Central Banks; and 

3. Provincial Banks. 

, Primary Sociclies arc spread throughout the 

. length and breadth of the country and come m direct 
contact with poor artisans and cultivators whorn they 
f finance. They are associations of borrowers and non- 


8. Ttiey alto il-n loan, for ita radempiioa of p«t delt*. 
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borrowers of a particular locality, and the members 
generally have unlimited liability so that they may be 
very vigilant in making advances. They receive funds 
in the shape of share capital, deposits and entrance 
fees. The deposits made by the Co-operative Central 
Banks, with which they are affiliated, are also import- 
ant. Loans are made to the memhers alone- 

Co-operative Central Banks are district institu- 
tions, each district having a Central Bank. They 
unify and direct the Primary Credit Societies affiliated 
with them and give them financial assistance. Their 
sources of funds are their own capital, deposits from 
the public and the funds given by Provincial Co-opera- 
tive Banks. 

Provincial Banks, All the Central Bnnks of a 
province are affiliated with the Provincial Bank of that 
province. The Provincial Banks are thus federations 
of Central Banks. There is great need of on All InJia 
Co-operative Bank to federate the activiti®* of 
Provincial Banks, no such institution having been 
established so far. 

The co-operalive credit movement has not yel 
shown creditable results on any extensive scal®> though 
It has not been entirely barren of good fruits. Co- 
operative credit institutions provide credit at low rates 
of interest thus enabling the poor to effect a saving in 
the interest charges. It is stated that co-operativc 
credit societies have effected an yearly saving of about 
one crore of rupees for the agricultural and artisan 
classes in this way. Not only this; the cO'Opcmtive 
credit system provides some control on credit and 
restricts debts and is distinctly superior to the money- 
lenders’ demoralizing system of dangerously 
credit. In fact, in many cases, co-operation has effi- 
ciently competed with indigenous bankers and has com- 
pelled them to reduce the rates of interests- Even in 
the matter of debt redemption, something has certain- 
ly been achieved, particularly through the formation 
of land mortgage banW on co-operative hn®s. In the 
words of Mr. Darling, the co-operative movements a 
new form of communal life to protect the peasant from 



INDIAN BANKING SYSTEM 


133 


within and without his gates, in the place of the old 
comntunal life of village which prevented the cultiva- 
tor from being exploited. Finally, the movement has 
popularized banking habit and has converted consider- 
able idle resources and hoards into active capital. The 
movement certainly suffers from many defects but it is 
hoped that they will be removed in course of time. 

7. Savings Benhs 

Savings banks are meant to mobilize the small 
savings of the people on attractive and easy terms, 
and to use the funds thus collected in profitable chan- 
nels. Savings banks in India are of two kinds. Some 
of them are organised as departments of the modern 
commercial banks while others are maintained by Post 
Offices. As the latter are Government institutions 
and inspire more confidence and security, besides 
being more wide>spread, they are much more important 
than the former. Withdrawals are generally allowed 
by them once a week. The rale of interest la usually 
low. Some banks permit the savings bank accounts 
to be operated with cheques. 

§ 4 TH£ RESERVE BANK OF INDIA 
Objects of 0 Reserve or Central Bank 


The control and regulation of credit and curren- 
cy with a view to stabilize prices as far as possi- 
ble. is a problem of fundamental significance. If 
the supply of credit and currency fails short of the 
demand for them, prices may fall and depression may 
set in. On the other hand, if the supply exceeds the 
demand, prices may rise and an artificial ‘boom’ may 
be precipitated, resulting in incalculable loss when 
the ‘bubble’ is 'pricked*. An abnormal fluctuation 
in price level, moreover, upsets the economic relation- 
ship subsisting between various classes of people in 
the Society. The control and regulation of credit is, 
3S such, on important function which is usually en- 
^J^^ted to an ‘apex bank’, called the Central Bank or 
* f Bank, The Bank is invariably the banker 

of the Government and of other banks in the country, 
t also performs many subsidiary functions like the 
development of discount market, the protection of the 
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banicing system of the country, the popularization of 
the use of cheques, etc. 

History of the Reserve Bank of India 

The first day of April, 1935 is of profound impor- 
tance m the economic history of our country as the 
Reserve Bank of India commenced its work on that 
date. The idea of establishing a Central Bank was 
mooted as early as 1836 and received further thought 
on several occasions thereafter. But nothing substan- 
tial was achieved, till 1921 when the Imperial Bank of 
India was constituted with the hope that it would 
work as the Central Bank of the country. It was, 
in fact, a hybrid institution having certain privileges 
usual only in the case of a Central Bank, as well as 
the right to compete freely with other banks in the 
ordinary banking business- The consequence was 
that It used its special privileges to crush other banks 
and thus defeated the very objective for which it was 
set up. The want of a Reserve Bank continued to 
be fell. A bill for the formation of a Reserve Bank 
was piloted by the Finance Member in the Central 
Assembly in 1927 but was turned down by the 
members on the question of its ownership. It was. 
at last, in 1934 that the Reserve Bank of India Act 
was passed and the Reserve Bank was set up in 1935. 

Its Capitol and Management 

The share capital of the Reserve Bank of India 
is five crores of rupees, divided in shares of rupees 
one hundred each, fully paid up. The whole of India 
has been divided into five areas and a definite share 
capital has been assigned to each of them, to be sub- 
scribed by the inhabitants of that area. 

The general superintendence and direction of 
the business of the Bank is entrusted to a Central 
Board of Directors. The Board is to consist of: 

(D One Governor and two Deputy-Governors, 
appointed by the Governor General in Council. 

(2) Four Directors nominated by the Governor 
General m Council. 

(3) One Government official nominated by the 
Governor General in Council. 
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(4) Eight Directors elected by the shareholders. 

Evidently the Government has tried to assert 
itself too much in the management of the Bank, 
which may not he compatible with independent actions 
sanctioned by sound monetary policy. 


Its Functions 

The functions of the Reserve Bank may be 
discussed under (A) Central Banking Functions: 
(B) General Banking Functions: and (C) Restrictions 
on its business. 


W) Cenfml BmSinj Fimclions-Like all other 
Central Banks, the Reserve Bank of India performs 
the following central banking functions t 

(1) It acts as a lanier lo Ihe Government. The 
Reserve Bank Act requires it to accept money for rf : 
various Government bodies and make payments up 
to the amount standing to the credit of their respec- 
tive accounts: and carry out their exchange, remittance 
and other banking operations, including the manage^^ 
ment of the public debt. - ^ 

(2) It is a honhers’ hmh. Other hanks M the 
country are required to maintain with it certain cssn 
reserve and evidently the Bank is expected to help 
them in times of financial stringency. 


(3) B issues paper currency. The sole right to 
issue bank notes in British India is vested in the Re- 
serve Bank. It now conducts the issue of bank notes 

in an Issue Department which is kept wholly sep^m^e 
from the Banking Department. •( 

(4) The Bank is also charged to mainiam ihe 
rvpee-stcrlin^ ralh nearabout Is. 6d. and. for this pur- 
pose. is required to sell to, or to buy from, any person 
sterling for immediate delivery in London, with certain 
limitations. 

(B) General Bonking Fuuclluns— The Bank is 
authorized to transact the following commercial 
business: 


(1) The acceptance of money on deposit with- 
out mterest. 
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(2) Thn purchase, sale and rediscount of bills 
of exchange and promissory notes with certain res- 
trictions. 

(3) The making of loans and advances for not 
more than 90 days against the security of stocks, gold, 
bills, etc. 

(4) The purchase from, and sale to. Scheduled 
Banks of sterling (in amounts of not less than the 
equivalent of Rs. 1 lac). 

(5) The making of advances to local Govern- 
ment for not more than 3 months. 

(6) The purchase and sale of Government 
securities of the United Kingdom maturing within ten 
years from the dale of purchase and those of the 
Government of India. Local Governments. Local 
authorities and certain specified Indian States. 

(C) Forbidden Business— Ths Bank is not all- 
owed to engage in trade in the ordinary course of 
business. It is also debarred from advancing money 
on the mortgage of immoveable property. Tt cannot 
draw or accept bills payable otherwise than on de- 
mand. Nor 13 it permitted to allow interest on depo- 
sits. These restrictions are placed to keep it financial- 
ly sound and to check it from competing with other 
banks of the country. 

Agricultural Credit Department 

The Bank, under the Act, has created an Agri- 
cultural Credit Department with the object of studying 
the problem of rural credit, improving the machinery 
for dealing with agncultural finance and effecting a 
closer connection between indigenous bankers and 
modern banking system. But so far very little has 
been done in this direction. 
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RURAL INDEBTEDNESS 

One peeulcar fenture of apjeulturt! ^indebtedness j» tbst^it is in 
most cases m mark ei distress, ^vberess lo tKe case of otber industries, bor- 
rowed finance is a normal feature. As ibe loans are mostly for unproductive 
purposes, the pressure of indehtedoeas falls very heavily on the raiy^f— - 
iJrnjal prmjneial ioTiliifc; Enijwimt C«nmlU6 lUporl, 

The question of rural mtlehtedneas is one of 
the rnost important economic problems of our country. 
The prosperity of the country Jepends fundamentally 
upon agriculture, for most of its inhabitants are 
engaged in this occupation. But agriculture is held 
up from making progress due to the heavy weight of 
indebtedness. An effective solution of the problem 
of rural indebtedness is the first step of our economic 
progress. 

Extent oF Rural Indebtedness 

The total rural indebtedness of India has been 
estimated from time to time. The Central Banking 
Enquiry Committee. 1931, puts the figure at Rs. 900 
crorcs as a rough estimate. Since then much water 
has flowed down the Ganges and Indian agriculture 
has passed through the ordeal of the economic 
depression of 1929, which must have increased this 
indebtedness appreciably. The present figure may be 
moderately put at Rs. 1.000 crorcsL 
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The Causes of Rural IndebteJness 

The principal causes of the colossal indebtedness 
are the following i — 

1. Ancestral Debt — The most important and 
common reason is the past indebtedness®.. Children 
born in debt are fourw! making every feasible effort 
to pay the debt of their fathers and fore-fathers. 
They are probably ignorant of tbe law that the debts 
of the deceased pass on to the heir only to the extent 
of the property inherited by the latter: and if no pro- 
perty is inherited, no liability to pay the debt of the 
deceased, exists. Even if this knowledge is presumed, 
tbe force of social custom and tradition is so compell- 
ing as to make them regard the* payment of ancestral 
debt a “pious obligation”. 

2. Pressure of Population on Z/cnd— In addition 
to the ancestral debt that cultivators inherit, they 
themselves incur financial liabilities for a variety of 
reasons. An important reason is that income from 
agriculture is usually insufficient to maintain them and 
their family. One of the reasons of this state of 
affairs is the excessive pressure of population on land; 
the number of people depending upon agriculture for 
their livelihood is too greatto give them living incomes, 
Consequently they have to borrow from mahajans to 
keep themselves alive. 

3. Subdivision and Fragmentation of Holdings — 
Another reason why agnculture is not sufficiently 
remunerative is the smallness and scatteredness of. 
holdings, which make farming ‘uneconomic’ and 
borrowing, inevitable. 

4. Poor Physique of the Cultivator — Moreover, 
the cultivator has a weak constitution and is. therefore, 
inefficient. At certain seasons of real work, he falls 
a prey to various major and minor diseases and be- 
comes weaker still. His contribution to producUotu is, 
as such, much less than what it could be. 

2. Tti5» opinion of tb« Deeean I?xol< CommUtian 1875 nnil the 

Central CankinO Enquxrg ConmtUet. 1931. 
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5. Floods. Famines. Diseases and Other Calami- 
fics— Indian agriculture is subject to a large number 
of calamities hke floods, shortage of rains, locusts, 
pests, and diseases, etc. They inflict economic iniury 
on the cultivator in two forms. Firstly, his harvests 
ore damaged and often show poor results. It has been 
found that in a cycle of five years, one year is good, 
one bad and three indifferent. Secondly, lack of 
fodder and diseases like rinderpest take a heavy toll of 
the cattle of the cultivator. Cattle constitute the most 
important and costly capital of the cultivator and 
their loss causes considerable financial embarrassment 
to him. In either case, he Has to go to his mahajan 
who exploits him according to his sweet will. 

6. Extravagance of the Cu/huefor— To the agri* 
culturist's extravagant expenditure upon marriage and 
domestic ceremonies is attributed a fair part of 
agricultural indebtedness. But many Provincial Bank- 
ing Enquiry Committees think that the picture of ex- 
travagance is generally overdrawn. 

7. Liligatian — Indian cultivators are very fond 
of litigation. They show an attachment not only to 
civil suits but also to criminal suits of diverse charac- 
ter. Litigation is certainly responsible for their indebt- 
edness but it is decreasing m importance. 

8. Land Revenue Policy— Some economists be- 
lieve that the land revenue realized from cultivators is 
so heavy and so rigidly collected that they cannot pay 

• it in time without invoking the aid of money-lenders. 
R. C, Dutt first propounded this view and many 
thinkers agree with him even now. 

-9, Inefficient RaraJ Credit Organisation — The 
; present mechanism for supplying credit to cultivators is 
full of many defects and contributes its own quota 
to the rural indebtedness. The only source from 
which loans can at present be bad is the house of the 
Nillage mahajan who, besides following many sharp 
practices and unjustly magnifying the loan, charges 
us^ous rates of interest, which increase the original 
debt many times over, 
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10. Changed Posllion of Cultivators — The estab- 
lishment of the British rule let loose many economic 
forces like the extension of trade and increase in trans- 
port facilities, which pushed up the prices of agricul- 
tural land. The value of the security (land) having 
thus enhanced, the borrowing capacity of the cultiva- 
tor also went up. He was not slow to take advantage 
of It and borrowed freely for all sorts of purposes, 
productive and unproductive, often beyond his capacity 
to pay it back. 

The Attendant Evils 

To this state of indebtedness are attributed many 
of the evils to which the peasant is now subject. In- 
debtedness has led ultimately to the transfers of land 
from the agriculturists to non-agncultural money-len- 
ders resulting in the creation of a landless proletariat 
with a reduced economic status. Moreover, the terms 
on which loans are given often require the borrowers 
to sell their produce to. or through, the money-lenders. 
Sometimes even the price of the produce to he sold is 
fixed beforehand. It need not be said that the money- 
lenders give as low a price as they can. Finally, money- 
lenders impose such unjust charges and exact such 
services that borrowers is virtually reduced to the 
level of serfs. These practices are, fortunately, on a 
decline. 

Analysis of the Problem and Remedies 

The problem of rural indebtedness can he split 
up into two parts; (1) The problem of the standing 
debt, and (2) the problem of the new debt. 

(1) The standing debt is mostly ancestral. This 
debt goes on accumulating at compound rates of 
interest so rapidly that it soon multiples itself several 
times; and cultivators lose all hopes of being free 
from its burden. This standing debt must be redeem- 
ed. Some useful work is being done In this connection 
by land mortgage banks organised on co-operative 
principle, Further estabbsbment of these banks, on 
co-operative or joint stock principle, should be encou* 
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'raged. Land morlgage banks, however, give loans 
at low rates of interest for redeeming standing in- 
debtedness only cgflinsf the security of land; and those 
who cannot offer this security Have no way of getting 
rid of their standing debt. The problem must be 
solved earnestly and effectively on the lines suggested 
by the Banking Enquiry Committees, Royal Commi- 
ssion on Agriculture, etc. 

(2)-The problem of current debt must also be solved. 
The present sources of the supply of credit are very 
defective and lead to further indebtedness in a never- 
ending fashion. Efforts must be made to remove 
the defects of the existing mechanism. Much can be 
. done by starting co-operative credit societies. The 
establishment of branches of modern banks in the 
interior can also be a source of much help. Some- 
thinghas already been done along these lines and the 
results, though not extensive, show signs of hope. 
Government LegUlaklon 

The problem has been tackled through the 
legislation of various Acts ns well. In the 19th 
Century, two important Acts were passed : (1) The 
Land Improvement Loans Act. according^ to which 
cultivators could obtain loans from the Government 
at low rates of interest for productive purposes, c.g., 
construction of field embankments, purchase of better 
appliances, etc. (2) The Agricultural Loans Act, 
according to which loans could be had from the 
Government for meeting current requirements The 
ioijoCi loans, as they are called, could not be very 
popular because of the undue red-tapism with which 
they have been administered. In 1900 the Punjab 
Alienation Act was passed to check the transfer of 
land from agriculturists to non-agriculturists but it 
simply created a new class of agriculturists money- 
lenders and did not improve the matters. Various 
Provincial Governments have enacted several 
laws. For instance, the U. P. Government have passed 
the Agriculturists Relief Act, the Encumbered Estates 
Act, the Usurious Loans Act, etc. But the problem 
has not yet come under control. 



CHAPTER XI 

CO-OPERATION IN INDIA 

Co-operation la a apeeial form of economic organiaatlon in 'wKich 
the people work together for definite basineas purpoaei under certain defii^te 
busineaa rules. The root of the co operative idea ia a relation between 
business and ethica which 18 greater than the necessary commercial honesty 
of our present industrial tyatm—Oordm and (TJJrien. 

§ I. INTRODUCTORY 

Meaning of Co-Operaiion 

Co-operation is a voluntary organisation of 
persons who associate on equal terms for the 
satisfaction of their common economic needs. 
To co-operate literally means to work together; but 
co-operation in Economics, implies that the associa- 
tion 13 voluntary, that the members have equal standing 
and that the object is the satisfaction of some econo- 
mic need. The fundamental object of co-operation 
IS the elimination of the middleman of al) kinds and 
the abandonment of competition in distribution and 
production. 

Reids of its Application 

Co-operation has a wide field of application. 
In fact, wherever middlemen exist and wherever they 
can be possibly and profitably eliminated, co-operation 
can be applied with advantage. Specifically, co-opera- 
tion is of the following kinds. : — 

1. Consumers' Co-operalion — The object of consu- 
mers’ co-operation is to enable consumers to purchase 
the articles of their consumption as cheap as possible. 
The co-operative society, in this case, purchases arti- 
cles at wholesale rates and sells them cheaply to 
the members. Any profits made during the year, 
after meeting all expenses, are divided among the 
members "in proportion to the purchases made by 
them. Shopkeepers are thus eliminated. 

2. Productive Co-opcrcft'on— It is an association for 
producing certain goods. The members themselves 
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'arc the labourers and work through an elected commi* 
ttee. The profits made during the year are divided 
a'mong the members. This form of co-operation 
eliminates organisers and entrepreneurs. 

3. ‘ CreJil Co-operalion — It is meant to meet 
• the credit- requirements of the members on the 

basis^ of the credit and resources of a!) of them 
collectively. Since all the members incur perso- 
nal liability, tbc credit of the group is thorough, and 
consequently money can be borrowed on low rates of 
interest. Credit co-operation eliminates money- 
lenders. Credit co-operation is tbe most popular form 
of co-operation in India. 

4. Miscellaneous Co-operalion — Then there are 
a host of other forms of co-operation, e sales 
co-operation, housing co-operation, insurance co-opera- 
tion. etc. 

Schulzc-Delltzsch end Raiffeisen 

Germany and Denmark ore the two countries 
in the world in which co-operation has made out* 
standing progress. The idea of co-operation originated 
In Germany during the last century, when German 
agriculturists and artisans were helpless victims of 
money-lending Shyloclcs. Their pitiable stale made a deep 
impression on Messrs. Scbulze-Delitzscb and Raiffeisen 
who tried to improve the matters by starting co-opera- 
tive societies. The former started urban co-operative 
credit societies to help petty traders and artisans and 
the latter, rural co-operative credit societies to assist 
small cultivators. Our credit societies have been 
yodelled after Schulze-Dclitzsch and Raiffeisen types. 
We should, therefore, know the important features of 
each of them. 

In a Raiffeisen society, the area of operation is 
limited. Generally shares are not issued: it is only 
rare that shares of very samll value, ^vilhin the reach' 
or everybody’s pocket and free from the danger of 
dividend-hunting, are allowed to he issued. Members 
na\^ unlimited liability so that they may proceed 
with maximum vigilance and the credit of the society 
ftiay be excellent. Loans are given only to the mem- 
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bers and for productive purposes. ' Loans are granted' 
for relatively long period? and facility for repayment 
by easy instalments is provided.7 Profits are not 
divided but are credited to a permanent and inalienable 
reserve fund. The management is honorary and 
democratic. LimileJ area of operalion, lack .of share 
capital. nnlimUed liahilUy, non-issae of loans to non-members 
and for unproducitOe parposes. indioisihility of ‘profifs and 
honorary management are then the chief features of the 
Raiffeisen Society. 

In a Schulze-Delitzsch society, the area of opera- 
tion IS wide. It also possesses a share capital. The 
liability of the members is limited. The credit is 
provided only for short terms. Profits are divided 
among the shareholders, only a part being transferred 
to the Reserve Fund. The management is paid. A 
Wide area of operation, existence of capital, limited liability, 
short term loans, divisibility of profits and paid management 
are the essential features of the Schulze*Delit 2 Sch 
society. 

§ 2 HISTORY OF CO-OPERATION IN INDIA 
Early Attempts 

Co-operation was officially set up in India in 
1904, Attempts were made to establish co-operative 
societies in India even before that year but they were 
either shelved or met with poor success. All these 
attempts, it may be remarked, were made to attack 
the problem of rural credit. The first suggestion in 
this connection came from Sir William Wedderburn 
and Mr. Justice Ranade whose scheme of agricultural 
banks, though accepted by Lord Ripon, was turned 
down by the Secretary of State for India. Again in 
1892. Sir Fredrick Nicholson submitted bis “Report 
on Land and Agricultural Banks” to the Government 
of Madras which he summarized in two notable words, 
"Find Raiffeisen”, He recommended the establish- 
ment of rural co-operative credit societies of the 
Raiffeisen type. But the Government took no action 
on his Report thinking that the problem of -rural 
credit was not important in Madras. Mr. Dupemex 
of the United Provinces Cml Service continued the 
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discussion initiated by Sir Fredrick and published his 
well-known book ’Peoples Bank for Northern India*. 
Some societies were also started in the United Pro- 
vinces. Bengal and the Punjab. But as these attempts 
were sporadic and no facilities were provided for the 
growth of the movement, its progress was little. In 
1901 the Government appointed a Committee to con- 
sider the question of the establishment of Agricultural 
Banks in India and the report of this Committee 
resulted in the enactment of the Co-operative Credit 
Societies Act of 1904. 

The Co-operative Societies Act oF J90^ 

The co-operative movement was launched in 
India on the 25th March 1^4. The Act of 1904 

made provisions for the formation of credit societies 
only, partly because the problem of credit was one of 
the most pressing problems and also because the 
principles of co-operation could be easily learnt in the 
simple field of credit societies to be applied to other 
difficult fields later on. though the Central Banking 
Enquiry Committee assert that the restrictive scope of 
the Act of 1904 was [usl "a slip”. Special emphasis 
was laid on rural, rather than on urban, credit. 

According to the provisions of the Act, any ten 

I person ^, from the same village or t own, or of the same 
tribe or caste, could apply to rorm themselves into a 
^ ■np c f jUve credit socic t^ n'^heTour->ifths membera 
agriculturists, the society was a Rural Co-ope ra- 
tive Credit Siocietvand~was to be organised th e 
line^ _of the Raiffeisen Society . All other Societies 
Were named as the Urban Co-operative Credit Societies 
and Were to be modelled after the Schulze-Dehtzsch 
type. 

The members of the rural society were to have 
unlimited liability and all its profits were to be carried 
to a «rmanent Reserve Fund. The urban society 
Was allo^^d to work on the principle of limited liabili- 
,l' i among the members carrying 

y l/5lh to the Reserve Fund. The size of the share 
capital, if raised at all, was restricted. The societies 
were c.tpectcd to raise the working capital from en- 





(^nj Central composed of soci^ies and individuals, 

and (lu) Provincial Banks, made up of individuals. It 
IS noteworthy that inspite of the removal of the limita- 
tions imposed by the original Act. and the legal crea- 
tion of several forms of non-credit societies, the pre- 
ponderating element m Indian co-operation is still 
credit. 

The Macfagan Committee and After 

The new Act had a stimulating effect on the 
movement in India. In 1914. the Maclagan Committee 
on Co-operation was appointed and the movement en- 
tered on its third stage of development after the pub- 
lication of the classic report of this Committee in 1915. 
The Report led to the re-organisation and overhauling 
of the administration of co-operative societies. All the 
societies which failed to reach the ideal of co-operation 
were eliminated. Punctuality in repayment was insisted 
upon. The non-official share m the movement began 
to increase. 

Government of India Act, 1919 

In 1919 the Government of India Act was passed 
and co-operation became a provincial subject to the 
Transferred Departments. The movement thus en- 
tered on the fourth stage of its development since it 
now began to be administered by the ministers of the 
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Provincial Governments. Much interest began to be 
evinced in the subject and immediately there was a 
large addition to the number of societies all over India. 

Since then much improvement has taken place. 
An important line of development has been the appoint- 
ment of Co-operative Enquiry Committees by various 
provinces. A Committee was appointed jn Central 
Provinces in 1922 and Behar and Onssa followed 
suit in 1923. A few years later, the Okden Committee 
conducted a similar enquiry in the United Provinces ; 
the Townsend Committee m Madras; and the Calvert 
Committee in Burma, Such enquiries have led to a 
consolidation and rectification of the co-operative 
societies. Many provinces have legislated new co- 
operative laws. Much emphasis has also been laid 
on non-credit co-operation. In 1926 ihc Royal Commis- 
sion on /l^ricuhure and in 1931 the Indian Banking En- 
quiry Commi//ces submitted valuable reports and their 
recommendations have led to a tightening up of 
supervision, an e.xtension of land mortgage banking 
and efforts to meet the growth of overdue loans. 
"The seed thus sown has grown to-day m the course 
of 30 years into a fine tree With twigs and branches, 
spread out in many directions”. 

§ 3. THE PRESENT POSITION 
The Co-operative Structure 

The following classification shows the present- 
day structure of co-operative societies in India. 

Co-opcralivc SocieUes 


I 

Primary Central 

j (Unions, Central Banks, Provincial 
I Banks) 

Credit Non-crcdit 


Agricultural Non-agricuUural Agricul- 
tural a 


Non- 

igricultural 
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The following table pves the relevant stati- 
sties : — 

Number of societies in British India and Indian 
States for 1936-37^ 


1 

1 Bnlish Ipdia 

■ 


(1) Central 

1 ^ 

116 1 

622 

(2) Supervising and Guaran- 

-ea. 

111. 

1 - 

teeing Ueions ... 

6?9 

31 

710 

(3) Agricultural 

81805 

1 14404 

96209 

{4) Non-Agricultural ... ^ 

11322 

2104 

13426 

Total .. 

1 

94.312 

16.655 

1.10,967 


Co-operative Credit Societies 

A. Agrieul/ural-— Co-operative Credit Societies 
are agricultural as well as non>agricuIturaI. V/e 
have discussed the structure and present position of 
Agricultural Co-operative Credit Societies in the 
preceding chapter. We have shown that the founda- 
tion of the movement is constituted by the Pr/marj 
Societies which we deal with, below in detail 

(1) Size of the Sociely. Any ten persons can 
organise a rural credit society. The number of mem- 
bers should not be very large as it deteriorates 
efficiency. 

(2) Area af Operation. The area of operation 
of a society should not be wide. As a rule, there 
should be one society in eacb village so that members 
might know each other fully well and exercise mutual 
control. This is necessary as the liability of the 
members is usually unlimited. 

(3) Liability. Liability of the members is unli- 
mited, unless an exception is granted by the Govern- 
ment. Unlimited liability enhances the credit of the 
society and stimulates the members to exercise proper 


1. Staiutic* collected from the Iitdian Ytar Soih, 1939-40. 
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vigilance antJ control m giving loans, in assuring that 
it is used for productive purposes and in pressing for 
punctual repayment. 

[4) Mona^emenU The management of the Pri- 
mary Agricultural Co-operative Society is honorary. 
There is usually a General Committee consisting of 
all the members and a Managing Committee of the 
selected few for carrying on routine and executive 
business. 

(5) Working Capital. The society obtains the 
ivorJcing capital in the shape of entrance fees, depo- 
sits by members, share capital, if any, and surplus 
assets in the Reserve Fund. These are the internal 
sources. The external sources of capital are loans 
and deposits from other societies, from Government 
and from Central and Provincial Co-operative Banks. 

(5) Objects of Loans. Loans are given primarily 
for productive purposes and for the redemption of 
past indebtedness. Loans for unproductive purposes 
should not be theoretically given but they are granted 
lest the villagers might fall into the clutches of 
money-lenders. 

(7) Repayment. Debts are to be repaid in easy 
instalments and punctuality in payment is stressed 
upon. The time of repayment is made to coincide with 
the time when the agriculturist is in the possession of 
funds. 

(5) Security. Strictly speaking, no security should 
be taken from the borrowers and their honesty should 
be relied upon. But, in practice, sureties from amongst 
the members are furnished and collateral security is 
demanded. 

(9) , Pro/its. In the absence of share capital, 
me entire profit is credited to the Reserve Fund. 
But where there is a share capital, n part is allowed 
to be distributed amongst the shareholders. Some- 
times a fraction of profits is permitted to be spent on 
religious and educative purposes, 

(20) Superuision. The working of societies is 
subject to minute supervision and audit of the Registrar 
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of Co-operative Societies with a view to assure that 
they are functioning along sound lines. 

B. Non-A^ficallaral Co-operative Credit Socie- 
<ies.-~Credit difficulties exist not only in rural areas 
but also in cities and towns. Particularly when prices 
rise, wages are held in arrears, or standard of living 
increases, labourers and artisans feel the necessity of 
borrowing money. To solve this problem many non- 
agricultural co-operative credit societies of the 
Schulze-Delitzsch type have been started in various 
provinces and are making fair progress. 

Non-Credit Co-operative Societies 

In recent years the co-operative movement has 
made considerable progress along non-credit lines, in 
both agricultural and non-agncultural spheres. As 
regards ognculfarol non-credit co-operaiive societies many 
of them have been set up for obtaining implements, 
manures and seeds at low prices. Even co-operative in* 
,9urance has been started, /n the non-a^rkaltural sphere 
also, successful attempts have been made to arrange 
for the purchase of yarn and silk for weavers, cane for 
basket makers, timber for carpenters and implements 
for several industries. The purchase and sale of most 
sorts of common necessaries is being carried on at 
various co-operative stores®. 

Advantages of Co-operation in India 

The co-operative movement in India has not 
yet developed to the fullest extent and the little pro- 
gress that IS made is not free from defects. Still the 
movement has conferred many advantages which may 
be briefly summarized as below : 

Economic Advantages — We have already discussed 
the economic advantages of the agricultural co-opera- 
tion, which is the heart and soul of the movement, 
in the preceding chapter. Other branches of the move- 
ment have not been Jjairc^ofjjsefuLresults. Agricul- 

2. For iDBtaDCe. the coK>perabve movement in Bengal hai, according 
to the 1933 40 Report, extended its activities in the following direetions : 
(1) Sugar case Growers’ Union. (2) Fishermen’s societies, (3) Multi-purpose 
soeievies. (4) HeaUH societies. ^Orange societies, (6) Rural Reconstructiaa 
Societies, (7) Irrigation SocieCies. See Bengal Wstkly, 20th Mag, 1940 
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lural non-credit societies Have done much to popu- 
larize improved seeds, cattle, cheap manures and 
implements. The problems of sanitation and medical 
relief have also been tackled. Non-agricultural societies 
though few, are doing quite good work and are ameli- 
orating the lot of factory labourers, depressed classes 
and employees of all sorts. 

(2) Moral Adcanta^es — Besides economic advan- 
tages. the movement has toned up the standard of 
morality of its members. It has inculcated the spirit 
of economy and thrift. Much of the litigation, which 
had hitherto been a drain on time, energy and money of 
the poor, has stopped; the disputes are noiv settled by 
arbitration. Besides, a man of loose character and 
doubtful morality is not allowed to become a member 
ofthe society: and this restriction has tended to correct 
moral degradation to some extent. As Darling obser* 
ves, "Litigation and extravagance, drunkenness and 
gambling, are all at a discount in a good co-operative 
society and in ibeir place will be found industry, self* 
reliance and straight dealing, education and arbitration 
societies, thrift, self-help and mutual help.” 

(3) Educative and Adminisirattve Advanlages'—The 
co-operative movement has educated people m diverse 
ways. A member of the co-operative society has the 
privilege of attending its meetings and has to under- 
stand its rules and regulations. If he is appointed to 
a responsible post, he has to make a closer study of 
the whole affair. Thus his intelligence is stimulated 
and his poiver of reasoning and understanding quick- 
ened and refined. In many cases, the necessity’ to 
read entries in pass books, or to make signatures has 
encouraged literacy. Side by side, a unique system 
of imparting 'education in administration and 
democracy has been provided and is bearing good 
fruits. 

{4) Social Advantages— movement has bene- 
fited society in more than one ways. The principle of 
unlimited liability calls for mutual vigilance and con-i 
dilions public opinion against thriftlessness and ex- 
travagance. Extravagance on the occasions of 
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marriages and other domestic ceremonies are thus held 
in check. Much benefit has also resulted from the 
improvement m drainage system, the repairing of wells, 
the provision of medical relief, etc., organized under 
the auspices of co-operative societies. 

Defects in the Co-operalive Movement in India 

The co-operative movement has not made 
sufficient progress in our country. The only problem 
to which the movement has mainly addressed itself is 
that of rural credit : and here too the work that has 
been done "amounts only to a scratching of the sur- 
face". This IS the greatest shortcoming of the 
movement. Besides, it is also characterised with the 
following defects — 

(1) Lack of the Principles of True Co-operation — 
There is a deplorable lack of the understanding of the 
principles of true co-operation. People have not yet 
entered into its true spirit and regard it merely an 
ordinary credit agency. They somehow feel that it 
is a Government movement and the Government have 
some ulterior motive behind it. 

(2) M/s-manatfemen/— There is a good deal of 
mis-management or the co-operative societies. As 
the Royal Commission on Agriculture pointed out, 
members of societies delay payments even when able 
to repay I office holders refrain from taking action 
against defaulters and the spirit of self-help is not 
prominent. Even when defects are obvious and ad- 
mitted, there is reluctance, as dangerous as it is regrett- 
able, to liquidate societies whose condition is beyond 
remedy. In particular, the economic purpose of the 
loan is not carefully scrutinized and the evil feature of 
overdoes is very common. 

(3) Defective Audit — It is of the greatest im- 
portance to have an efficient and thorough audit in 
order fo prevent bad management and embezzlement 
and to inspire confidence in the public. The existing 
arrangements vary from province to province and are 
mostly unsatisfactory. Audit, supervision and inspec- 
tion of societies, which are closely allied functions. 
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are now vested In two and sometimes in three different 
agencies, resulting in much overlapping of work and 
waste of effort and money. 

(4) Window-Dressing. The real work is generally 
neglected and people use their genius for window- 
dressing- This is probably not so in the Punjab 
\vherc the movement has been a comparative success. 

(5) High Rotes of Interest. The rates of in- 
terest are still high in many provinces. To a certain 
extent this is inevitable, for t wo or^three intermediate 
agencies, each requiring profits, interpose bet- 
\\ecn the ultimate borrower and the original lender 
or depositor; the primary society, the central bank 
and the provincial bank, each adds something to the 
rale of interest payable to the depositor. Under ideal 
conditions, societies are expected to attract locally all 
the capital needed for the requirements of the members. 

(6) "Inelasticity, Dtlaloriness and Inodcgaacy'*, 
One of the greatest weakness of the movement con- 
sists in its inelasticity, dilatorincss and inadequacy. 
Members fail to get as much money os they want 
and whenever they feel its necessity. Unnecessary 
delay is sometimes involved in the process. One 
resuh is that members have to go frequently to 
the money-lender. Indeed, a habit has grown up 
among societies of taking up as much as they can 
from the Central Banks once a year and giving out 
the money to their members in a Jump sum. The 
money received in a lump sum is spent as soon as it is 
received, and when other needs arise, money is again 
borrowed at exorbitant rates from money-lenders. 

(7) Lack of Consolidation. Efforts directed to- 
wards the j<cti fication_ and consolidation of existing 
societies have so far borne no fruits. 

(5) Prcdorninencc of Government. Control. In its 
incepUon.initiation.nnd control, the movement largely 
^^^Ins a Government movement. The share of non- 
onicinls in it is very insignificant. In order to be a 
success, it must be a movement of the people, for the 
people, by the people. 


CHAPTER XU 

TRANSPORT 


Good roads, canaU aod na*IgaUe riven— by diminishing the com 
of carnage— are the greateit of all improvemcDta— ^dani Smith. 

§ I. INTRODUCTORY 

Early travellers into the interior of the New 
World were amazed at the sight of innumerable wild 
pigeons and of the vast pigeon roosts, covering thous- 
ands of acres, where those birds nested in such num- 
bers as almost to break down the trees. An economist 
naturally wants to know how could these numerous 
birds find food for themselves and for the young which 
were multiplying so rapidly. The fact was that these 
birds were powerful large distance flyers and could 
forage over vast areas. Now. if you look to any of 
the modern cities of this country, does it not appear 
to be a human “pigeon roost”? How do its inhabit* 
ants keep themselves alive? Of course, by foraging 
over vast tracts' with the help of the means of trans- 
port. 

Our present-day society Is very fundamentally 
dependent upon the means of transport which are 
very aptly likened to the veins and arteries of the 
human body just as the telegraph and telephone 
systems are likened to the nerves. Modern means of 
transport represent the great victory that Man has 
gained over Nature by annihilating distance and making 
the world shorter than before. The importance of 
the means of transport from social, political and 
cultural viewpoints cannot be too much emphasized. 
Their importance in economic sphere is. of course, 
supreme. The modern society of large scale produc- 
tion and worId;wide trade is basically hinged on an 
efficient system of transport. Raw materials are 
brought by railways, ships etc., from various places of 
their origin and are unloaded in factories. The latter 
convert them into finished products and the means of 
transport take them away to national and international 
markets where they are sold to millions of consum- 
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crs. This is true of every modern industry; and is 
made an accomplished fact by cheap, easy and 
efficient means of transport. 

Means of Transport 

The means of transport have changed their 
character through the march of centuries. Originally, 
human beings were the only means of transport, of 
which the modern coolie is the typical example. Later 
on, the utility of animals as beasts of burden was 
found out and they became the important means of 
transport. Still later, water transport came into pro* 
minence: first the rivers were tried, because they were 
only moderately risky, and the experience gained there 
encouraged people to venture upon the ocean. It was 
followed by road transport when the improvement of 
roads and construction of conveyances became the 
fashion of the day. Next, steam was found out and 
railways were invented. The latest addition to 
the means of transport is. of course, the air transport. 
Development of Transport in India end its Effects 

The economic effects of the development of 
transport can best be illustrated with reference to 
India. The means of transport in ancient India were 
(luite efficient and up*to.date. Later on, during the 
turbulent centuries separating the ancient and modern 
limes, they fast deteriorated. Further improvements and 
extensions did not keep pace with the growing require* 
mcnis and before the middle of the last century, they 
"•ere in a very poor state. Roads were few, trouble- 
some and unsafe; navigable canals were absent; and 
railways were yet to come. Strenuous efforts were 
thereafter made to improve the matters; and to>doy 
"c possess a fine transport system, though it still falls 
snort of our needs. 

The development of the means of transport has 
m recent times brought about fundamental changes 
in the economy of our country. (1) Before their 
a 'ent, our inJuslrics were organized on small 
scale and were non-mechanizcd. But cheap, easy 
®nd quick transport enabled us to import machi* 
''*7* chemicals and technicians from foreign countries 
lind to establish modem large-scale and mechanized 
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factories. The facilities offered by means of trans- 
port m taking good’v from factories to the doors of 
the distributors and consumers ail over the country, also 
helped the growth of modern industrialism. The 
growth of modern industries was accompanied with 
the unfortunate decay of old cottage industries which, 
unable to withstand the competition of cheap factory 
goods, began to die away. (2) Again, the growth of 
our trade and commerce is largely due to this develop- 
ment. Trade and Transport are inextricably linked 
with each other and none can develop without the 
other. (3) But the most important effects are to be 
seen in the field of agriculture. 

Effects on Agriculture — (a) The most important 
effect of the development of means of transport has 
been the commercialisation of agriculture. Formerly, 
our agriculture was known as "subsistence farming" 
as the cultivators then aimed at raising only as much 
produce as was necessary for their own subsistence or 
consumption. When the means of transport opened up 
markets in which agricultural produce could be profit- 
ably sold, cultivators began to raise the produce with 
the object of selling it in the markets. Agriculture 
was, thus, commercialized, (i) Formerly the market 
for agricultural products, such as it was, was only 
local. In times of famines, therefore, price went 
sky-high: means of transport were poor and in- 
adequate and supply could not be rushed from 
prosperous areas. In times of good harvests, on the 
other hand, prices tumbled headlong because the 
surplus produce of the agriculturist could be sold only 
in the local market. This unsatisfactory feature of 
our agriculture has vanished now. In times of famines, 
food-stuffs are hurriedly brought to the affected area 
by speedy trains and bullock carts; and in times of 
bumper crops, the surplus produce is taken away by 
them to the places of scarcity where fancy prices are 
obtained, (e) Quick means of transport nave also 
enabled the rural population to produce perishable goods 
like vegetables, fruits, eggs and milk etc., and to dispose 
them of in the markets before they .begin to rot. 
(d) Means of transport have linked our far-flung and 
quiet villages with the busy towns and cities and the 
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latter wilh other parts of the world. Our villages have 
become a limb of the world economy and are now 
injiuenced hy world eondilions. For instance, the Crimean 
\Var brightened many a homes of jutc growers and 
the American Civil War brought prosperity to cotton 
growers, (c) Intimacy with towns has enabled agricul- 
turists to purchase useful articles of everyday need 
at cheap prices; and to move to the industrial towns 
if they want employment. (/) Finally, means of 
transport have had an edacalicc influence upon our 
cultiv’ators. Their horizon of knowledge is widening 
and their religious fanaticism and provincialism, caste 
restrictions and conservatism, are being softened down. 

§ 2. RAILWAY TRANSPORT IN INDIA 
Short History 

The railway is the most important means of 
transport in India. The construction of Indian railways 
on 8 serious scale dates from Lord Daihousie's 
famous minute on the subject in 1853. The early 
railways were constructed by private companies 
under a Cuaranlee System whereby the Government 
guaranteed a return of 5 per cent per annum on the 
invested capital. The railway companies had no In- 
centive to work efficiently and economically under this 
system; nor did they economise m capital expenditure 
obviously beacusc a fair rate of return was assured to 
them in any case. The Government suffered heavy 
losses in consequence. The State, then, took up 
the construction of raihvays in its own hands in 1869. 
The new move was cut short by financial difficulties 
of the Government which had to entrust the task to 
private companies once again under the New Guarantee 
byslem in 1879. In 1900 railways showed profits for 
the first time. Since then a vigorous policy of railway 
extension had been launched till the Great War broke 
out. After the War, the Government appointed the 
Acworth Committee to consider the railway problem, 
m pursuance of its recommendations, substantial 
improvements have been effected in railway transport. 
The Present Position 

Under the New Guarantee System, the Govern- 
had reserved the right to purchase the railways 
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on certain specified tenns, which they have been 
exercising of late. To-day the bulk of the trunk 
lines are owned by the State but the management is 
mostly with companies subject to Government control. 
India now possesses about 44,000 route miles* of rail- 
ways. The total route mileage appears to be very 
small as for a country of such continental dimensions 
as ours. We have less than 25 route miles of railways 
per one thousand square miles of area, which is very 
low as compared to other countries of the world. The 
following chart is intended to illustrate the fact®. 



RAILROAD MILEAGE. Fkrl0ooS<f. MiUt 


1. The aelualfigureat tlie end of March. 1937 wai 43.128 mile*. 

2. Vide Dr, R. N. Dubey. EwtamA Otograshy o/ India, p. 16S. 
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Railways have not yet penetrated into the 
rural areas which still lie unconnected with ports or 
big towns. The recent development of mechanical 
road transport has, however, reduced the necessity of 
railway extension to some extent. 

The important railways of India are the follow* 

ing: 

1. The North Western Railway. 7000 miles 


2. East Indian Railway. 4400 .. 

3. Great Indian Peninsula Rail- 
way. 3700 

4. Bombay Baroda and Central 

India Railway. 3700 „ 

5. Bengal Nagpur Railway. 3400 .. 

6. Madras and South Maratha 

Railway. 3200 

7. South India Railway. 2500 .. 

8. Bengal and North Western 

Railway. 2100 „ 

9. Eastern Bengal State Railway. 2000 „ 

10. Assam Bengal Railway. 1000 „ 

Advantages of Railways 


Railways have brought about remarkable 
changes in all spheres of our life— social, political and 
economic. The chief advantages they have bestowed 
upon the country ore the following:— 

(I) Social Effccli — Railways have been so many 
links joining the once isolated villages with busy towns. 
They have consolidated the entire India into one com- 
pact whole In which the e.xchange of ideas and social 
intercourse are easy and freouent. By affording cheap 
and easy means of travel, they have encouraged the 
travelling habit of the people. A great benefit has 
thus accrued to religious piligrims in particular. Tra- 
^cIling by railways is also safe: it is difficult to rob a 
train full of hundreds of passengers as against an iso- 
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lated bullock cart or palanquin. Indeed, railways 
played an important pari in putting an end to thuggery 
once prevalent in India. Railways also render invalu- 
able service in executing publicity campaigns for 
sanitary improvements, for the popularization of im- 
proved methods of agriculture, etc. Finally, by 
confernng upon the country a number of substantial 
advantages of economic character, they contribute to 
the richness of society. 

(2) Political Advantages — The political advant- 
ages of raikvays are also great. They have put an 
end to internal dissensions, uprisings and wars, and 
have maintained peace within the country. Under 
their benign mfulence, India has emerged as one solid 
and unified nation with a strong Central Government. 
They afford protection against external aggression 
since military forces can bedespatchedfrom one part of 
the country to the other, according to the requirements 
with remarkable speed. Railways have also meant 
the active participation of the State in the economic 
life of the country and have thus negatived the vain 
c\i\x o} h'lssez jaire or non-intervention. Finally, they 
have opened up new ways and means of increasing 
the financial resources of the State whose functions 
are increasing daily. Since the railways are State- 
owned. their profits go to the State coffers. By in- 
creasing the wealth of the people, they add to their 
tax-payitig capacity: while they provide great facilities 
m the collection of land taxes, customs etc. 

(3) Economic Advardages — The economic advant- 
ages of railways are even more fundamental and far- 
reaching than their social and political advantages. 
Railways have benefited agriculture, forestry, in- 
dustries and trade, while their influence on labour and 
capital has been very salutary. 

(a) Agriculture. What we have written about 
the advantages of the development of means of trans- 
port and communication to agriculture apply here in 
toto. In brief, railways have (t) commercialized agri- 
culture, resulting in the localisation and specialization 
of crops, (ii) extended markets, (iii) encouraged the 
production of perishable goods, (ivj connected our 
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agricultural economy with the world economy, (v) im- 
proved the economic status of agriculturists, and 
(vi) educated our cultivators in diverse ways. We may 
emphasize that the help rendered by them m famine 
relief has been very valuable, indeed. They ha\e 
changed tlic very meaning of the word 'famine'; 
‘famine formerly meant a lack of food stuffs but now it 
simply means lack of employ'menl. 

(b) Forestry. Railways have been very benefi- 
cial to forestry. Their construction creates a huge 
demand for sleepers, which encourages timber-growing. 
Besides, they also help in the exploitation of the 
forests and in the extraction of their ma]or and minor 
produces. 

(c) Industries. Railways have established mo- 
dern industrialism. They have facilitated the import 
of machinery, chemicals and skill and the transport of 
coal and raw materials. The distribution of the 
enormous quantities of finished products all over the 
country has again been made possible by them. Rail- 
ways have also stimulated engineering industnes. They 
have also facilitated the exploitation of mineral 
wealth so indispensable for industrialization. 

But they struck a fatal blow on indigenous 
cottage industries. They made possible the cheap, easy 
and quick transport of factory-made goods which 
sounded the dealh-knoll of cottage industries. 

(d) Trade. Railways have also stimulated trade 
and commerce. The economic history of the counlrj' 
shows that in thc^^ays of yore, our internal trade was 
meagre. But since the Introduction of railways, it has 
increased tremendously because the cost and incon- 
veniences of transporting goods have now been greatly 
reduced. They iiavc also increased our foreign trade 
by assembling at the ports exportable commodi- 
ties and by distributing throughout the country the 
imported articles. 

(e) Lahoar. Railway-s have increased the mobi- 
lity of labour and have brought about an even distri- 
bution of population. Workers have begun to shift 
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from villages where the pressure of population on land 
is heavy, to the areas of virgin soil or to the industrial 
towns where labour is scarce. Railways have created 
two mam labour classes: railway workers' class 
consisting of engine-drivers, guards, station masters, 
coolies etc ; and factory workers' class which has 
grown up with the growth of factories made possible 
by railways. 

(f) Capital. The have brought to the country 
much foreign capital which has not been barren of 
economic advantages and which has encouraged the 
risk-taking instinct of our people. 

Disadvantages of Railways 

Railways are not an unmIxed good and have cer- 
tain demerits, though they are often over-emphasized. 
It is said that railways have brought about o decay of 
cottage industries and have thus withdrawn from cul- 
tivators an important source of subsidiary income. 
This, however, is true only to a certain extent. The 
defeat of handicrafts by factories has been a definite 
stage in the economic development of each and eveiy 
Country; the absence of railways might have delayed 
the moment of defeat but could not have made it 
improbable. In so far as the cottage industries which 
can hold their own against factory industries are 
concerned, they are now being revived and railways 
are contributing to their revival. Again, railways are 
accused of bringing about one-sided development of the 
country, by charging low freight on raw materials 
destined to ports and on imported manufactures in- 
tended for the interior markets, they have made the 
economy of the country disproportionately agricultural. 
This allegation is true; but this is the defect, not of 
railways, but of railway rates policy. Again, it is 
said, that thou^ railways have made the famine relief 
easy, they have at the same time increased the volume 
of the task by increasing the pressure of population 
on land through the destruction of cottage industries. 
This point has already been discussed and needs no 
repetition. Railway construction, it is also asserted 
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by llic crilics. led to indisenminate cutting of forests, 
which had to be checked later on. Finally, they 
arc held rcsposible for importing much foreign capital 
into the country, which has brought with it many 
economic and political disabilities. 

§ 3. ROAD TRANSPORT 


Short History 

India has been in possession of efficient roads 
from limes immemorial. Recent excavations at 
Mohanjo Daro and Harappa bear eloquent testimony 
to the excellence of the roads of ancient India. With 
tlic advent of the British rule, roads acquired a new 
strategic significance for the movement of troops. 
A vigorous road policy was launched by Lord 
Dalhousic who rendered similar service to railways 
also. The extensive construction of railways led to 
a certain neglect of roads, specially when there was 
competition between them. With the popularity of 
the mechanical road transport m recent years, roads 
have again come into prominence. 

Present Position 

According to the Slahslical Abslracl. the tot.n) 
length of metalled roads m British India m I93()-37 
was above 80,000 miles, and of unmelalicd roads, 
oicr 2,30,000 miles’. The frame-work, uith which 
the important subsidiary roadsore linked, is constituted 
by four great trunk roads which stretch diagonally 
across the country. The most important of them 
is the famous Grand Trunk Road in Northern India 
joining Khyber to Calcutta. The other three connect 
Calcutta with Madras, Madras with Bombay and 
Bombay with Delhi. As regards subsidiary roads, 
the best and the most numerous exist in Southern 
India. Then there arc immctalled or 'kutcha roads 
some of \shich pro\ide good going for motor traffic 
during the dry weather. The provincial distribution 


3. £ri2ii% InJta (ISib Iiiut) p. (04. 
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of metalled and unmetalled roads, and that of motor 
vehicles is shown in the following diagram^. 



KaMrfg/W ffooi/ nthwtto/ferf Road 


Diagram ahowiog provincial dialnbutiou of roaJa and motor vehicles 

Defects 

Indian road system was altogether inadequate 
to the requirements of the country before the advent 
of motor traffic, which has brought the inadequacy 
in still bolder relief. The deficiency of roads is 
especially felt in rural areas many of which lie isolated, 
unconnected with railway stations or towns. Even 
the existing roads are not satisfactory. They lack 
co-ordination and continuity in programme. Not un- 
often, the absence of bridges and culverts militates 
4. TbIccd from Dr, Dubcf. es, eit„ p. 175. 
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against their usefulness. In recent years, the develo- 
pment on motor traffic has considerably deteriorated 
them. 

Government Action 

The increasing realizaton of these defects led the 
Government to appoint the Road Development Commit- 
tee in 1927, whose functions were to examine the ques- 
tion of the development of road communications in view 
of the increasing use of motor transport, and suggest 
ways and means of financing it. In accordance with 
its recommendations, the import and excise duties on 
motor spirit were raised from 4 to 6 annas per gallon 
in 1929, the additional duty being meant to be spent 
on road developement. This decision has since been 
amended twice, the resolution at present in force 
having been passed by the Assembly in 1937. It was 
passed that the special tax on petrol introduced m 
1929 shall continue to be levied for road development, 
the proceeds of which, after retaining a reserve of 15 
per cent for administration, research and special grants* 
in*aid, shall be allocated for expenditure in the diffc* 
rent provinces, Indian States etc., m ratio of petrol 
consumpt^n m the various areas. These sums may 
be spent on the construction, reconstruction or impro- 
vements of roads and bridges. 

Necessity of Road Construction 

We need more and improved roads for meeting 
the requirements of our continental country. Agricul- 
turists cannot send goods to mandies and towns easily 
and cheaply so as to be able to sell their produce at 
high prices ruling there. Our forest wealth cannot 
be fully exploited due to the same cause. Our indus- 
trial development is also handicapped due to the insu- 
fficiency of good roads which are essential for the 
assembly of raw matenals and distribution of finished 
products. They will also be valuable in the 
decentralization of mdustnes and in develop- 
ing cottage industries. Finally, if road transport 
increases and improves, our internal trade is 
likely to improve, considerably. For the all-round 
economic development of the country, therefore. 
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the construction and development of roads is abso- 
lutely essential. 

Rail-Road Competition 

With the increase of motor traffic, the compe- 
tition between the road transport and railway trans- 
port has become acute. Motor transport is a product 
of the present century as railway transport was that 
of the last. And this problem, which was characterised 
by Lord Willingdon as *’one of the growing pains of 
civilization”, IS to be found in almost all the countries 
of the world. 

Railways and motors have, in fact, their own 
exclusive spheres of cheap operation. In the case of 
railways, huge capital has to be sunk in providing 
locomotives, wagons, stations, signals, sheds etc. The 
working cost ts also enormous. No such outlay is 
necessary in case of road transport. Railways, unlike 
motors, also face the problem or carrying half-empty 
wagons and of keeping rolling stock idle. Again, 
railways have to pay for the cost and upkeep of their 
permanent way; but the cost of maintaining roads 
IS mostly borne by general tax payers, ^t appears, 
therefore, that road transport is cheaper than railway 
transport. This, of course, is correct so far as short 
distance and light traffic is concerned. In the case of 
long distance and bulky traffic, railway transport is 
the cheaper of the two. For railways operate under 
the law of increasing returns or diminishing cost — the 
larger the scale of operation, the lower the cost. Obvi- 
ously, then, long distance and bulky traffic should be 
allocated to the railways and short distances and light 
traffic, to the motors. There is no scope for competi- 
tion here. 

There is, however, a certain overlapping sphere 
of operation where there is competition between these 
two forms of transport. This is so in the neighbour- 
hood of large cities and suburbs' and where motor 
services run parallel to short circuit rail-roads. Rail- 
ways are feeling the pressure of this competition and 
efforts are being made to Hnd out a solution. 
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§ 4. WATER TRANSPORT 
River Transport 

Water transport consists of inland waterways and 
ocean transport. India is a land of many rivers but 
still the inland water transport is not much developed 
here because of several unfavourable geographical 
factors. Northern India possesses 26,000 miles of 
navigable water-ways approximately. The Indus is 
navigable up to Dera Ismail Khan and the Ganges 
up to Cawnpore. The southern rivers are swift and 
possess rocky beds; therefore, they are not important 
for navigation. Some of the Indian rivers become 
dry during the summer, which is injurious to their 
navigation. Again, there are difficulties in trans- 
porting goods from the banks of the rivers to the ro.id 
or railway station, as the intervening land is usually 
sandy and unfit for vehicles. The shifting nature of 
Indian rivers makes the construction of harbours out 
of the question. However, the competition of railways 
has struck a fatal blow to the river transport. It was 
the opinion of the Industrial Commission that where 
railways and waterways compete with each other, the 
Government should carry on the administration of 
both of them side by side. 

Marine Transport 

The foreign trade of India is mostly overseas 
and is carried on by foreign shipping concerns. India 
does not possess a mercantile marine of her own. 
The Scindia Navigation Company, the only Indian 
steam navigation company, is groaning under the com- 
petitions of foreign countries. It is sometimes said 
that the nature of Indian coasts and distance of sea 
from the interior have failed to make up a sea-faring 
nation; the only ports of any consequence that wo 
possess are Karachi, Bombay. Goa, Madras, Viziga- 
pattam and Calcutta. But in olden days India was an im- 
portant sea-faring nation, and can certainly regain that 
importance once again only if opportunities for develop- 
ment ore made available to her people. The absence 
of Indian element in marine transport is widely deplored 
in the country and it is increasingly believed that "a 
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country stud like a pendant amongst the vast con- 
tinents of Old World, with a coastline of over 4,000 
miles and with productiveness of numerous articles of 
great use unsurpassed elsewhere, is by nature meant 
to be a sea-fanng country. Her ports are adequate 
in size and number to meet the various requirements 
of her products*. 

§ 5. AIR TRANSPORT 

Air transport is, at present, the least important 
means of transport in India but it has a bright future 
before it. India occupies a strategic position in the 
scheme of world air transport. The mam international 
lines pass through India. The Imperial Airways 
(The English Lines), the Air France (the French Line) 
and the K. L. M. (the Dutch Line), all fly over the 
Karachi-Calcutta air route. 


5. S, N. H«i. EcoBorati* SMpji*?, p. 36546 



CHAPTER XIII 


TRADE OF INDIA 

If India's total agricultural produce is taken into aecount, calculations 
ekow tliat for every acre of land producing goods, wliether grain, oilseeds, 
fibres, tea. etc . for export, eleven acres are cultivated for local consump* 
tion— TToriioicft. 

The trade of India can be studied under 
(I) Foreign Trade and (2) Internal Trade. 

§ I. FOREIGN TRADE 
Salient Features oF Foreign Trade 

India’s foreign trade is well developed though we 
do not compare favourably with the United King- 
dom, United States of America, Japan and other im- 
portant countries of the world, in this respect. In 
1938-39, the value of the goods exported rrom the 
country came to Rs. 152.3 crores and those im- 
ported into It. to Rs. 162.9 crores. The salient features 
of our foreign trade are the following*— 

1. The most important feature of our foreign 
trade is that we export mostly raw materials and food 
stuffs and import mainly manufactured goods. Foreign 
countries purchase from us cotton, oil and ores etc., 
and send us back cloth, refined oil and purified ores at 
highly inflated prices. The total imports and exports 
are roughly constituted as below 



1 Exports 

Minufactured articles. 

1 75 per cent. 

Row materials and 
unmanufactured 

50 per cent 

Raw materials anJ un. 
manufactured arti- 
cles 

IS per cent. 

Manufactured aril. 
clea 

25 per cent 

Fond, drink and to- 
bacco etc. 

10 per cent. 

Food, drink and to- | 

25 per cent 


100 per ccbL 


■ 100 per cent 
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Figure compering the export* from and imperii Into India. 

Up to the opening decade of the last century, 
this was not so. TtU then our industrial position was 
supreme and our exports consisted mostly of manufac* 
tured goods. But as a result of the subsequent growth 
of European industries and the economic policy of the 
Government of India, our industries languished and 
agriculture became the mainstay of our economy. 
The nature of foreign trade consequently changed. 
Since the Great War. manufactured articles nave begun 
to figure slightly larger among exports than before. But 
still the situation is far from satisfactory. We should 
carry on the policy of rapid industrialization of this 
country vigorously, side by side with that of retaining 
food-stuffs and raw materials within the country unless 
there is a real surplus for export. 

2. Usually we export more than what we 
import. In other words, the "balance of trade"* is, as 
a rule, in our favour. This balance is used by us 
in making payments for the "invisible" items or 
import, e.g., insurance premiums paid to foreign 

1. Bj ••baUnce of Irade'’ is mesnt the differeneo between ibe 
export! sod import*. If export* exceed import*, the bslaoee ii farourable: in 
the rererse coodiUoD. it is onfaveoreVle. 
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insurance companies, freights paid to foreign ships, 
pensions paid to foreigners etc. If still a balance is 
left, it is imported in the shape of precious metals. 

3. Our foreign trade is mostly in the hands of 
foreigners. Exporters and importers are generally 
foreigners. Shipping and insurance companies are 
mostly foreign. Exchange Banlcs are, again, all 
foreign. It is a matter of mortification and regret 
to us that while even small and unimportant countries 
like Netherlands and Sweden have their own shipping, 
insurance and hanking companies, we are almost 
completely devoid of them. 

4. Practically all the foreign trade of India 
passes by sea. The countries on our land frontier are 
poor and backward, selling little and buying little. 

5. The sea-borne trade of India is concentrated 
to a few main ports, viz., Bombay, Calcutta. Karachi 
and Madras. Sometimes 6/7 ths of the entire foreign 
trade flow directly to, or through, them. 

6. The United Kingdom dominates our imports 
as well as exports. In 1913*14, the share of the 
United Kingdom m our total imports was 60% and in 
our total exports 20%. Recently both the figures have 
fluctuated ncarabout 30 per cent. 

7. On the whole, our foreign trade per head 
is very small as compared with the United Kingdom, 
United States of America or Japan. It is an index 
of our economic backwardness. 

8. In recent years, the imports of sugar and 
cotton manufactures have registered remarkable fall. 
India has developed her own sugar industry under a 
protective policy and docs not require foreign sugar. 
The growth of Indian cotton textile industry and 
the spirit of Sa'adesheeism have discouraged the imports 
of cotton manufactures. 

9. Our exports, it may be noted, being mostly 
of agricultural commodities, depend upon rainfall. 
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When rains fail, they shrink to a low figure; and go 
up if rains are good and crops heavy. 

We shall now make a detailed study of the 
chief articles of import and export and comment on 
each of them briefly. 

Imports of Merchandise 

The following table, from the one drawn up 
by Dr. T.E. Gregory, Economic Adviser to the 
Government of India, shows the comparative impor- 
tance of the ten principal articles imported by us:— 

IMPORTS 


( In thousands of rupees ) 


Names e{ Arlielei 

1938 37 

1937.38 

1938.39 

1 Cotton and ^ 
Cottoo Goods 

2U4.9i 

27.6$ 17 

1 

1 226620 





and Mill work [ 


17.14,93 

19 04.76 

3. Oils 

16.15.81 

18.69.99 

15,62 41 

4. Grain, pulse 




and Hour 

14.18.63 

12.16 B3 

1 13 7646 





Ores. 1 

9 1054 

13.39.34 

1 10.8652 

6. Vehicles ^ 

6.22.38 

892 30 

6.68.26 

7. Instruments, 
apparatus and 
appliances | 

4.97,36 

6.13.36 

5.85.27 





paste board 

2 60.34 

4 14 71 


9. Dyeing and 




tanning sub* 

3.06.86 

394 06 ' 

31120 

10. Chemicals. 

2 5437 

3.32.82 I 

305 29 

Imports 

1.41.70 08 

173.78.57 

1.5232 77 
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(J) Colion and Cotton Goods — The most important 
item in the list of imports is that of cotton and cotton 
goods. In the year 1938-39 we imported Rs. 22-7 
crores worth of cotton and cotton goods, of which 
cotton constitutes a minor part. Imports of cotton 
goods came to about 15% of the total imports. Before 
the Great War of I9I4-I8, this percentage was 40 but 
due to the development of the indigenous cotton in- 
dustry and the progress of the khadi movement, it has 
come down to 15 only. Of equal interest is the varia- 
tion in the sources of supply. The United Kingdom 
is finding India a disappointing market and Japan and 
China are increasing their share. Of the total imports 
in 1938-39, the United Kingdom supplied 13 per cent, 
and Japan 58 per cent (as compared with 30% and 
67%, respectively, in the preceding year). China, whose 
main ports have passed m the hands of the Japanese, 
was able to increase her share to 29 per cent m 
1938-39, 

(2) Machinery and Mi7/a>orfe— We import every 
year machinery of various types for our factories. 
Electrical, agricultural, sugar, tea. cotton, wool and 
other types of machinery are regularly imported. In the 
year 1938-39. we imported maiAinery costing Rs. 19-7 
crores constituting 12f% of the total imports made 
during the period. Our imports of machinery during 

1938-39 exceeded the figure of 1937-38 despite a re- 
duction in the acliviiies of some of the important 
Indian industries. The chief sources of supply are 
the United Kingdom, Germany and the United States 
of America which sold us 59%. 16% and 11% of the 
total imports of machinery during the year. In recent 
years the percentage share of the United Kingdom has 
gone down due to the severe competition of Germany 
whose share has gone up. Impt?rts of such Hems as 
electrical plant, mining machinery, oil crushing machi- 
nery, refrigerators and type-writers etc., having ad- 
the share of the United States of America, 
which supplies these things to a great extent, has also 
improved. 

(-3) Oi/s— Of the total imports, mineral oils claim 

10% approximately during the year 1938-39. their actual 
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total value being Rs. 14.7crores. Mineral oils consist 
of fuel oil, kerosene oil, lubricating oils, benzine and 

E etrol etc. Our most important supplier is Burma. 

1. S, S. R.. Iran and United States of America follow 
in order. 

{4) Grain, Pulse and Flour — The total value of 
gram, pulses and flour imported during the year 1938*39 
was Rs. 13*8 crores. The item claimed about 9% of 
the total imports. 

(5) Metals and Ores — The value of metals and 
ores imported into India during 1938*39 was Rs. 13.7 
crores, coming to about 7 per cent of the total value 
of imports. 

(6) KcAic/es— Approximately 5 per cent of 
our total imports is devoted to vehicles whose value 
tn 1938*39 came to Rs. 6*7 crores. Vehicles include 
motor cars, motor omnibuses, vans and lorries, cycles 
etc. The chief sources of supply are the United 
States of America and United Kingdom and Canada. 

(7) Instruments, Apparatus and Appliances— 
imported during the year under review Rs. 5.8 
crores worth of instruments, apparatus and appliances, 
coming to 3 per cent of the total imports: under this 
head are included such things as electric fans, wires, 
cable, telegraph and telephone* instruments, electric 
lamps, batteries etc. Our mam sources of supply 
are the United States of America, United Kingdom 
and Germany. 

(S) Paper and Paste-hoard — We import paper 
and paste-board from the United Kingdom, Germany, 
United States of America and Norway etc. The 
total value of such imports in 1938-39 was Rs. 
3.2 crores, coming to about 2 per cent of the total 
imports. 

(9) Dyeing and tanning Substances — We also import 
dyeing and tanning substances. In the year 1938*39 
they amounted to Rs 3.1 crores forming 2 per cent of 
the total imports. 
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(JO) CAcmico/s— The total imports oF chemicals 
in 1938-39 were valued at Rs. 3 crores, being equal to 

the items of paper and paste-board, and dyeing and 
tanning substances. 

Other Items — There are many other items that 
we import. Of these the most interesting are liquors 
and sugar. The total import of liquors comes to about 
5 million gallons. Bombay takes the largest quantity 
and is followed by Bengal. Sindh and Madras. About 
60 per ‘cent of the imports come from the C/nited 
Kingdom and the remainder from Netherlands, Ger- 
many and Japan. The imports of suj^ar were 
important some years back but since the Indian Sugar 
Industry has developed, they have declined con- 
siderably In recent years. 

Exports of Merchandise 

The following table shows the chief items of 
export from this country and their value in the last 
three years. 

EXPORTS 


(In thousands of rupees) 


Names of articles 

1936 37 

1937.33 

1938-39 

1 Jute Manu. 




factures 

29 10 40 



2. Colton 

43 93,25 

29.77 26 

24 66.65 


20.2] S3 

24 38 69 

23 42 47 

4 Seeds 

18.59 54 

14.1865 

15 09,22 

P Kaw Jute 

6. Grain. Pulse 

14 77.10 

1471,90 

13,39,67 

and flour, 

7. Cotton manu 

6.56,97 

9,48,89 

7,74,12 


7 0230 



& Leather 

9. Metals and 

7 44.37 

7.25 42 

5 27,58 

fO. W'oof raw 
and manufac- 

1 3,67,61 

6.12,60 

1 4 9102 

tured. 

37600 

3.72.37 

3 84,67 

loUl value of 



j 


1.8504 93 

1^.92 42 

1.62 92,55 
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(1) Jute M cmifaebires— }ule manufactures top 

the list of the articles of export. The value of goods 
exported in 1938-39 amounted to Rs 26 crores and 
constituted 16 per cent of the value of total exports. 
They consist of jute bags and jute cloth. The exports 
of both have been declining recently as foreign 
countries are trying to develop their own jute manufac- 
turing industry. We supply goods to the United 
Kingdom, United States of America, Australia. 
Canada etc. . 

(2) Raw Cotton — We exported Rs. 25 crores 
worth of raw cotton in 1938-39, coming to about 
16 per cent of the total exports made in the period. 
Our best customer is Japan. During the year under 
review, the Japanese purchases contracted because of 
the war-time economic measures in that country. 
Our next best customer is the United Kingdom, with 
France and Germany following suit. 

(3) Tea— About 80 percent of the entire tea 
produced in the country IS exported, most of which 
finds its ways to the United Kingdom. Canada and 
United States of America are scanty purchasers. In 
1938-39 our tea exports came to Rs. 23 crores, i.e., 
14 per cent of the total exports. 

(4) Seeds— Export of oil seeds comes next in 
order. Groundnuts and linseed form the bulk of the 
exports. Our exports in 1938-39 amounted to Rs. 15 
crores, constituting 9 per cent of the total value of 
exports. The export of oil seeds is injurious to us. 
We import back the oil extracted from these seeds 
at heavy cost and also lose the valuable manure left 
after the extraction of the oil. It is necessary to 
develop the oil extracting industry in India and to 
prevent this great national loss. 

(5) Raw Jute— We exported raw jute, valued at 
Rs. 13 crores, during the year 1938-39, which 
comes to 8 pee cent of the total exports- Raw 
jute goes mainly^ to United Kingdom, France, 
Germany and Netherlands. As new substitutes for 
jute are being painfully discovered with some success, 
our exports are also declining, though the process is 
slow. 
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(6) Grain, Pahe and F/our— The export of 
grain, pulse and flour came to Rs. 7.7 crores m 
1938-39, equal to 5 per cent, of the total imports. 

(7) Cothn Mano/iic/ures— We export cotton 
manufactures to Burma, Ceylon. Straits Settlements 
and Egypt. In 1938-39 the exports went down but 
still they were valued at Rs. 7.1 crores, about 4 per 
cent of the total exports. The export of cotton 
manufactures should be maintained and encouraged 
as the Indian cotton industry is passing through hard 
times within the country and must find out some 
foreign markets. 

(8) Leather — exported Rs. 5 crores worth 
of leather in 1938-39, constituting 3 per cent of the 
total exports. 

(9) Metals and Ores— In 1938-39 their value was 
Rs. 4.9 crores and their percentage of the total ex- 
ports. 3%. 

(10) Wool — We exported Rs, 3.8 crores worth of 
wool to other countries, most of it being raw. The 
percentage to the total exports borne by wool was 
2. United Kingdom is our best customer and United 
States of America follows suit. 

Other Items — Other interesting articles of exports 
are raw hides and skins, oil cakes, tobacco, raw rubber 
etc. 

Direction of India's Foreign Trade 


Imports Exports 



1 Percent | 

Percent 


1 193G.37 

1937.3S 

1938-39 


1936 37 

1937.33 

j 1958.39 

King<iom 

31 

30 

30.5 

! Unltet] I 
Kingdom 

1 31 

1 

34 


70 

IS 

16 

Japan 

15 

1 ' 

9 

)»(MD 

13 

^ .13 

10 

U.S. A. 

' 10 

' 10 

' &5 

Ceni\»n7 

1 ^ 

9 

83 

Burma 

5 

6 

6 

U. S.A 

1 5 

1 ' 


Cermany 

S 

6 

1 5 
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Most of our foreign trade is carried on with the 
United Kingdom, Burma, Japan, Germany and the 
United States of America. The share of the United 
Kingdom in the export as well as in the import trade of 
India IS about l/3rd. Burma was formerly a part of 
India but has now been separated. This separation 
has meant loss to us since we import more from 
Burma than what we export. Japan's share in our 
exports and imports has fluctuated round about 10 per 
cent in recent years. The share of Germany in our 
imports is 10 per cent while m exports it is about 5%, 
The share of the Untied States of America was, on 
1938-39, 6 per cent in our imports and 8.5 per cent 
in exports. Generally spealcing. the United Kingdom 
and Europe dominate our import trade while many 
countries significantly participate in our export 
trade with the United Kingdom holding the supreme 
positron. 

Since the beginning of the present century, our 
trade has tended to divert from the United Kingdom 
and to deflect towards Germany and Japan, the two 
rising nations of the world, (a) In 1900, the share of 
the United Kingdom in our import trade was 69 per 
cent; of Germany 2.4%: of the United States 
of America 1.7 per cent; and of Japan 0.6 per cent. In 
1913-14 the share of the United Kingdom dropped 
down to 64.1 per cent and of others increased to 6.9 
per cent. 2.6 per cent and 2.6 per cent respectively. 
The significant increase in the share of Germany was 
due to the cheapness and suitability of her goods to 
Indian needs and her vigorous selling campaign. During 
the great War, imports from the United Kingdom and 
Germany dropped do^vn as both were engaged in War, 
and Japan and the United States of America increa- 
sed their shares. After the War, the United Kingdom 
continued to lose her hold on India due to the political 
situation in this country while Germany began to 
recoup the lost ground. Afraid of this tendency, 
Ottawa Trade Agreement was rushed through, accor- 
ding to which Great Britain xvas given certain prefe- 
rence in India from January 1, '1933. Consequently her 
share improved slightly in subsequent years. But 
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I'ecently her shai'e has again declined. Japan lost a 
part of her share immediately after the War but again 
increased her share later on. Germany has also 
showed remarkable recovery, (b) Let us now examine 
our expoTl trade. In the beginning of the present century, 
the share of the United Kingdom m our export trade 
was 29 per cent; that of the European countries. 25 
per cent; and of United States of America, 7 per cent, 
in 1914, the figure for the United Kingdom declined 
to 25 per cent and of others rose to 29 per cent and 
9 per cent respectively. During the Great War our 
exports were diverted to the Allies. But after the 
War was over, the old tendency re-asserted itself. 
The most noteworthy feature recently has been the 
importance that Japan has achieved in exports, as also 
in imports. 

Invisible Imports and Exports 

So far we have discussed the export and import 
of those items which are recorded in the custom 
returns or m other published statistics. They are 
known as "visible” imports and exports. There are, 
on the other hand, certain items which are not so 
recorded, the so-called "invisible” items. 

The Invisihlc Imports into India are mentioned 
below 

1. We have to pay interest on loans raised 
abroad: we, thus import the use of the loans taken. 

2. When we repay foreign loans, money goes 
out. We Import back the securities. This is a debit 
item. 

3. Remittances are made to Indian students 
studying abroad. This is a payment made for the 
education and other materials purchased or imported 
by India through the medium of its students. 

4. Money is paid by Indian tourists for the 
services and amenities purchased by them abroad. 

5. Payments have to be made for the services 
purchased from foreign insurance, shipping and bank- 
ing concerns. 
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6, Foreigners canning on business in India 
remit profits to their relations abroad. It is a pay- 
.ment made by India for the enterprise and business 
risk iniported by her. 

7. Home charges, i.e., the expenditure on Govern- 
ment account in foreign countries in connection with 
pensions, furlough pay, stores, bullion etc., purchased 
by the Government of India. 

Oar Invisible Exports are as below 

1. Loans raised abroad. When we raise a loan 
in foreign country, we export securities. 

2. Foreigners often make remittances to India 
for the support of schools, missions etc. This is the 
payment which we get for exporting charily, as it were. 

3. Tourists coming to visit India purchase many 
goods and services and pay therefor. 

Balance of Trade and Balance of Accounts (or Payments) 

The difference between the exports and imports 
of merchandise is called the Balance of Trade. If 
our (visible) exports exceed (visible) imports, the 
balance of trade is said to be favourablei and in the 
opposite case, the balance is said te be unfavourable. 
India, as a general rule, has a favourable balance of 
trade. 

A complete slalemenl of our international in- 
debtedness should include not only merchandise but 
also in visible items. The net balance of both visible 
and invisible items is named as Balance of Accounts 
or Balance of Payments. It is favourable or unfavoura- 
ble according as the country has to receive or pay 
something in the final settlement of accounts. During 
the Great War of 19)4-18, our balance of accounts 
was favourable to the tune of Rs. 35 crores on an 
average. In 1936-37, it was favourable to the extent 
of about 21 crores, 

§ 2. INTERNAL TRADE 

Internal Trade falls under two categories: Coastal 
Trade and Inland Trade. 



TRADE IN INDIA 


181 


Coastal Trade 

The trade conducted along the coast line and 
meant to carry articles from one part of the country 
to another part of the same country is described as 
the coastal trade. The volume of trade is much too 
considerable — about Rs, 200 crores. 

Our coast line is very extensive and, though not 
quite as indented as that of. say, Britain, it is amply 
provided with harbours. But most of the old harbours 
have been allowed to be silted up. Again, our coastal 
trade warrants the existence of an Indian mercantile 
marine of fair size: but it is undeveloped. Efforts 
must be made to take full advantage of our capacity 
to develop the coastal trade. For this purpose, our 
ports must be developed, our mercantile marine 
built up and railway and coastal traffic properly 
co-ordinated. 

Inland Trade 

By Inland trade we mean inter-provincial trade 
carried -over land, Our country has vast dimensions. 
Its population is tremendous. The variety of crops 
raised and goods produced is equally remarkable. 
Naturally our Internal trade is bound to be much more 
important than our external trade. It is not ordinarily 
easy to compute the inland trade of a country defi- 
nitely. It is especially difficult in our country which 
lacks adequate and efficient statistics. Professor 
fC. T. Shah mentions that the maximum figure for 
D * foreign trade of India attained hitherto is 

Rs. 600 crores; and the figure of inland trade has 
been computed by him at Rs. 1,500 to 1,600 crores. 

In other words, inland trade is only about three times 
of our foreign trade. In Engalnd the inland trade is 
about ^ times as great as the foreign trade. In the 
United States of America also, the internal trade is 
external trade. This suggests the 
P^*’^llhie3 of development in our internal trade also, 
which cannot be neglected without grave prejudice to 
the permanent interests of the country. 
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I (laa DOW tieeoine etrtBin t(iot ihe problem of ifiatributioa is much more 
difficult than it waa thought to be by earlier economSrts, and that 
00 (olutien of it which ctaima to be aimple can be true Most 
of the old attempts to give an easy answer to it. were really 
answers to Imaginary questions that might have arisen in 
other worlds than ours, in which tha condiljoBS of 
life were very simple. 
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CHAPTER 1 


THE PROBLEM OF DISTRIBUTION 

All wealth that is created in aoeielj' fintls its way to the final disposi- 
tion of th; individual through certain channels or sources of income This 
process is called Dislrihution— Stfijraat*. 


§ I. INTRODUCTION 

Meaning of Distribution 

Distribution of wealth is the fourth branch of 
Economics which we shall now study. By Distribution 
we mean the method by which the wealth produced is 
divided between the parties who co-operate in pro- 
ducing itL 

In ’modern times production of wealth takes a 
co-op erative _form. Landlords, capitalists, labourers, 
organisers and entrepreneurs, work together in the 
productive activity. Therefore, the wealth which they 
jointly produce belongs to all of them. The problem i 
that arises is : How to distribute the wealth thus 
produced amongst the agents taking part in its pro- 
duction ? 

The answer seems to be simple. Each of them, 
it may be said, should be given a share of the joint 
product proportionate to his share in the effort. This 
principle of distribution is as fair and equitable as we 
would like it to be; but the difficulty is that it cannot 
be put into practice. Wc have no instrument or me-’ 
thod by which we can measure the share of each pro- 
ducer in the productive effort and proportion the share 

I. Wr»y Hunt Ifan aiut nVatik. p. 26. 

Wiclcsteed writes, ' What is vnderstood by “distribution" as a branch 
of Political Economy is the study of the principles ort which the product of 
any complicated industrial process is diatribnted amongst those who have in 
any way contributed towards secunog it"— WicVateed. The commenMnJS of 
Polili'al Eeon/my, p. 3J3. 
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in the wealth produced accordingly. As Penson rightly 
observes, "How is it possible to separate the result 
of •each man’s efforts &om that of the effort of the 
group ? One man has worked as an engineer, another 
as an invoice clerk; one Has been engaged in some 
process of manufacture, another in conveying the 
finished goods to the warehouse. It would be difficult 
to determine what each of these has contributed' to the 
final result.”* The difficulty is great, indeed. But. 
in spite of it, wealth is distnbuted among the agents of 
production, t What are the principles, then, according 
to which the distribution of wealth actually takes place 
in the modem society ^ Are these principles just and 
fair ? If not. what changes in the present method of 
the distribution of wealth are necessary ? Such are 
the problems to which we address ourselves in 
the branch of Economics known as Distribution. 
Distribution may. therefore, be described to he the descrip- 
tioe, critical and constructipe study of the principles accord- 
ing to which wealth is distributed amongst the agents of 
production concerned^. 

Another Meaning of Distribution 

The word disfribalion is used in another sense as 
well. It sometimes means the distnbution of commo- 
dities amongst its purchasers — consumers and sellers. 
The means of transport and commercial organizations 
like shops are called disiribulioe agencies. In the present 

2. PeoMxi, The Eem'jmtte of Bverydaj Ufe, Part I, pp. 137.38. 

3 Dlitnlnitioo may be FaneSvmal or PerPTnol Under Funeivma I 
Dulriiutvm we ,li«cu9e how each factor of proJoctioa obtaioi a siren 
money income in the form of renti, interest wage* and profit*, which U 
exchanged for a chare of the total coocomptlon of good*. 7’eramef 
DtCribuluPt disco**** bow individual per*on» obtain a given amount 
of wealth aod income. Fonctiboaf Oiitn&ution mate* an ettempt to 
explain how the price of a factor of prodoctlon is determined. Personal 
Distrihutiao explains inequalities is the distribution of wesllh snd income 
among indiridoals— See Ely and Wkher, EitmiKiar} TrivtifUt of EMr/rmitt. 
Part iV. chapter I. Also Jsmc*. du OnOtne of the PrineitUt ^ 

Ch. xm. 
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context, the word "distribution” m not used is this 
scnse^. 

Origin of the Problem of Distribution 

In the primitive days, each man worked alone 
and with his own resources. A weaver, for instance, 
purchased yarn from the spinner, prepared the cloth 
himself or with the aid of the members of his family, 
and sold it in the market for whatever he could get 
in exchange. The money thus obtained belonged to 
him and to nobody else. The question of distribution 
did not arise at all. By slow degrees, ^is stark in- 
dividualism and economic independence sank into the 
yawning gulf of time, to be replaced by social life and 
economic interdependence. Productive efforts began 
to assume a co-operative character on an increasingly 
extensive scale: tens and hundreds of men began to 
work together to produce each commodity. The 
wealth thus produced belonged to all of them and the 
question of distribution arose in the natural course of 
things®. 


4. tn popular d!>c«>ir«e, tlie term di$irt6v{tcn ofcen refers (o the 
IrantPereace of coramodittea from place to place or from person to person, or, 
in other words, the term refers Co the operations of wholesale and retail trade 
Logically, dislnhutlon in this sense IS part of production. Distribution m the 
economic sense (here adopted) refers to the division of the wealth of a nation 
amongst the different cUssss— Nicholson, Elements of PoIiIiboI Eemomy, p, 95. 

5. The following sentences give a vivid description of the old order 
of things and the new order, ‘The case of the peasant proprietor presents 
no such difficulty (of distiihution) It may be assumed that he farms his 
own land, that he does ail the necessary work and that he owns seed, stock 
and implements. The relation between effort and income is readily seen. 
He tells his crop or bia dairy produce as the case may he he keeps back as 
much of the proceeds as is necessary to replace seed and sloek, and to repair 
his buildings and fences, the remainder is the income resulting from his 
effort. But such a condition of industry IS far from typical at the present 
day, at any rate in (he more industrial countries of the world. Large num. 
bers of men work together in the tame factory or mine, under another man's 
direction and control, in building owned by some one else, and with materials, 
machinery and tools which are not their own, Laad-owners, capitalists 
employers and workers have all contributed to the production of wealth and 
all vnll receive a part of it as income. U U by no means clear, however, what 
any one of these has contributed to the final result or to what share of product 
he is entitled". Penion, The EemTsniis qf Euryie'j Ltfe Part I p. 138 
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Before the Industrial Revolution, -wKich occupied 
approximately one hundred years in England beginn- 
ing^om 1750 to 1850, the problem of distribution was 
not an important issue. It was the Revolution which 
accentuated the co-operative feature in productive 
processes and increased the scale of production. The 
modern problem of distnbution may, as such, be re- 
garded as Its legacy to the posterity. 

Conflict in Distribution 

Since there is no accurate measure of the just 
share of each agent of production, conflicts o%'er 
distribution of wealth often arise. Landlords demand 
a very substantial share on the ground that they 
supply land or natural resources which fundamentally 
give rise to the finished products. Copitalisfs likewise 
assert that they provide machinery, implements and 
money without which production on any important 
scale 18 not possible; their contribution is very valu- 
able and their share should be equally big. Labourers 
say that it is they who actually convert materials into 
finished products: if they cease to work, the entire 
productive machinery will come to a standstill. Still 
they get small wages, just sufficient to keep themselves 
alive, "bther agents of production unjustly appropria- 
ting what really belongs to labourers^ This theory 
is the inspiring motive of that great movement of 
Socialism which is spreading like wild fire in every 
country of the world. Organisers claim that the 
efficiency of entire production depends upon their 
bringing into effective co-operation the various factors 
of production. Entrepreneurs, not to lag behind, 
maintain that it is they who undertake the risk. 
If risk is not undertaken production will be stinted 
to the irreducible minimum of necessaries for existen- 
ce. Because of these conflicting claims, the subject 
of distribution has become the most controversial 
and the most important branch of Economics. In 
passing it may be added that in the present-day 
organisation of society, labourers appear to be unjustly 
treated in the matter of distribution of wealth : 
their contribution is solid and substantial but their 
reward is very little. 
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I 2. THE PROBLEM OF DISTRIBUTION 

The problem of distribution resolves ilself into 
three main issues ; — 

(1) What exactly is there to be distributed? 

(2) Who are entitled to a share ? 

(3) How distribution takes place and what 
determines the amount of each individual’s share in 
income ? 

(l) What is to be Distributed? 

The question, what is to be distributed, ap- 
pears to be very simple. A beginner may give a 
quick reply, "Evidently whatever is jointly produced by 
the agents of production, is to be distributed,” This 
answer is, however, not quite correct. The whole 
wealth produced is not available for distribution, A 
fraction of it has to be used for making good the capital 
consumed in its production, whether the capital is 
circu/flting, which is consumed m a single opera- 
tion, or whether it is fixed, which wears out gradually. 
Again, taxes have got to be paid out of it. The ba- 
lance left after making these provisions is the amount 
available for distribution. 

(a) The Replacement of Circulating Capital — 
During the productive process, the circulating capital is 
Used up and has to be purchased again before further 
production is possible. In a furniture factory the 
stock of wood has to be purchased as soon as it is 
Used up so that the manufacture of furniture may be 
continued, Similarly, in case of a shoe factory, lea- 
ther has to be replaced from time to time for the same 
reason. From the total wealth produced we must, 
therefore, set apart a certain sum for such re- 
placement. 

(^) Depreciation and Replacement of Fixed Copi- 
(at— Fixed capital, like machinery, implements and 
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ploughs etc., lose their value with the passage of time, 
through wear and tear or otherwise. This gradual 
loss in value is known as depreciation. Fixed asset 
depreciates gradually till it becomes worthless and 
requires replacement. Its probable life can be estima- 
ted and during the period of its use. a certain sum is 
annually set aside in a Depreciation Fund such that 
when the asset becomes useless, sufficient money is 
available in the Depreciation Fund to purchase a new 
asset. For instance, if the price of a machinery is 
Rs. 1,000 and its estimated life, 10 years, Rs. 100 will 
be added annually to the Depreciation Fund. After 
ten years, when the machinery becomes worthless, 
Rs. 1,000 become available for the purchase of another 
machinery. Provision is thus made out of the total 
wealth produced for the depreciation and replacement 
of fixed capital. 

(c) Taxes— Citizens have to pay various State 
and Municipal taxes so that the Government and semi- 
Governmental bodies may discharge their functions 
efficiently. A part of wealth produced is taken away 
hy the State in the shape of taxes*. 

The total wealth jointly produced by the co- 
operative agents of production is known as Gross 
Product. The wealth left after meeting the above 
three demands is known as the Net Product. 
It is the Net Product which is available for 
distribution. 

Example — The total wealth produced by a shoe 
factory in the year 1939 is Rs. 1,000. It employs a 
circulating capital of Rs. 209 and provides annual 
depreciation on fixed asset of Rs. 50. It pays Rs. 50 
as taxes each year. Find out its Gross Product and 
Net Product. 

The answer is simple, Rs. 1,000 is the Gross Pro- 
duct and if we deduct from this sum the replacement 
charges of circulating capital, depreciation on fixed 
capital and taxes (Rs. 209-f'R3. 50-1-Rs. 50=R3.300), 

6. Pera lucid explanation. ae« Moreland, dn Inirodudtvi Etwm ei, 
pp. 235.273. 
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we arrive at the Net Product, namely (Rs, 1.000— 
Rs. 300) = Rs. 700. 

The following diagram illustrates the point. 

tf^O- 
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Figure esplsinins eenmtveBte of Grois Produce. 

National Income of National Dividend — If we add 
up the Net Products of all the productive enterprizes 
of the country during a given period, we arrive at the 
total Net Product available for distribution among 
its inhabitants. This total Net Product is called 
National Income or National Dividend. Marshall explains 
theconcept of the National Dividend as follows. "The 
labour and capital of the country acting on its natural 
resources, produce annually a certain net aggregate of 
commodities, material and immaterial, including ser* 
vices of all kinds. This is the true net annual income 
or revenue of t he country; or, the National Dividend^. 

7. Tlie word NatioasI Dmdead is uied in its arithmetical sense as 
ihe amount divided, and not in its commercial sense, the amount shared 

** “‘”1 nol looked upon as a store accumulated by a year's labour. 
MChKce etc, but rather as'a stream Continually flowing and being continually 
u»«d up-Crew. reonoTitci far CommtPMt Slvdcnls. p. 85. 
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We may, of course, estimate it for the year or for 
any other penod”.® 

(2) Who ere Entitled to a Share? 

The answer to this question is simple enough. 
Those are entitled to a share of Net Product, who 
have contributed to the productive effort. The factors 
of production are five, namely. Land, Capital, Labour, 
Organization and Enlerpnze. Those who supply 
them get a share^. Landlords get rent. Capitalists; 
interest: Labourers, wages; Organizers, salaries; and 
Entrepreneurs, profits. 



Figure illusfretijjg the origin ooJ Jiylnbutioa of the Naliontl DlvlJend. 

8. MoTthaU. Prtnc«yl»» of Eoonomm (1930 Ed), p. 523. 

Pigou defines Nidons] Dividend as “that part of the ohJectlTC Income 
of the cornmunitf, including of course, income derived from abroad, vrhveh 
can be meesuted itv^tioney — Pigou. Etonoaics of TFilJare, 

9 The laUawingiso grapiite Jeoenptha of the origin and, distnbii. 
lion of the national dividend : we '^nay regard the cantribution of each 
productive unit at being added to a vaat reaeryoir of wealth into 
which Howe continuall]' the rcault of the efforti of all claasei in the 
community The reservoir repreaents the noSionol or aocioItoeiW 
of the community which from day to day ii being added to by its 
economically active Cituens, end. on otber band, is being contiQusIIy 
drained of aome or of all its surplus hy foor great streams wbich in total 
repiesent the wttoMl diitdrnd or Meiol 'ineotna and individually form the 
incomes at present respectively to tbe foor great classes in Society landowner, 
Uhourcr. capitalist and entrepreneur** *n>einas, Ebmlnli 0 / EMiwifci, p. 23?. 
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Organiser and Enlreprenear—Some writers make 
no distinction between the entrepreneur and orga- 
niser’, obviously meaning thereby that both the 
functions of risk taking and organisation are. m their 
opinion, rolled together in the same person. This view 
is not quite correct. In these daj's, the work of orga- 
nisation has become so technical that men with 
special aptitude, training, and experience alone can do 
this work satisfactorily, the quahtites not necessarily 
possessed by a risk-takeh Sometimes the constitution 
of the business unit itself makes the division in these 
functions absolutely essential. In the case of a joint 
stock company, for instance, all the shareholders are 
entrepreneurs, or risk-takers: but and all of them cannot 
obviously take part in management. Paid organisers 
or managers are, therefore, employed for the purpose. 
In such cases, then, organisation is not supplied 
by the same persons who supply enterpnre. These 
considerations show the advisability of treating orga- 
nisation and enterpnze as two different factors of 
production ^ 

It must not be supposed that an individual con 
supply only one factor of production. In fact, there 
are many cases in which one person supplies many 
factors of production at the same time, onareholders 
of a joint stock company are nsktakers; they are also 
capitalists os they supply capital. The dividend, which 
they receive on their shares, contains (I) interest on the 
capital supplied by them, and (2) profit for the risk 
that they undertake. Again, take the case of a mana- 
ging partner. He supplies capital, undertakes the risk 
and does the managerial duties. He is an entrepreneur, 
a capitalist as well as an organiser. 

(3) Afelhod of Disirihuiion — The issue of the 
method of distribution concerns itself with the follo%v- 
ing.— 

(a) How distribution actually takes place? and 

(b) What determines the share of each agent of 
production ? 

9. M4r>tiall Bnd hi* followers belong to tKls class. 

10. TJiis is also the view of American economisls in general. 
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(A) How Disirikation faies place ?-“01der eco- 
nomists were at a loss to understand how distribution 
takes place. They gave very vague explanations of 
the phenomenon. Adam Smith, for instance, wrote that 
the total produce, "is naturally distributed among the 
different ranks of people”. John Stuart Mill, similarly, 
maintained that this produce "distributes itself by 
spontaneous action”. These explanations are obvi- 
ously unillummating and do not make os any the 
wiser. 

The method of distribution^* obtaining in modern 
society, though complex. n\ay be explained in simple 
words as below. The entrepreneur works as the 
distributor. Before actual production is commenced, 
he calculates how much produce is likely to be sold 
and at what price. This gives him Crofs Produce. 
TVicfi he ?rotn Gross Proince, 'ihe 

ment and depreciation charges and taxes to be paid to 
the Government. The balance is the Nel Produce. 
The above calculation requires estimation and fore- 
cast; but as he is supposedly in the know of the actual 
facts and is experienced, his estimation is generally a 
near approach to accuracy. After finding out the Net 
Product available for distribution in this way. he pro- 
ceeds to make bargains with landlords, capitalists, 
labourers and organisers for the supply of land, capital, 
labour and organisation respectively, taking care that a 
sufficient margin is left from the Net Produce for him- 
self. Production is then commenced and goods are 
sold as they are produced. In the end, if the net pro- 
duce realised exceeds the sums paid out as rent, in- 
terests, wages and salaries, the surplus is the reward 
or profit of entrepreneur; if the former falls short of 
the latter, the entrepreneur suffers a loss, 

(B) How is the Share of each Agent of 
Production Determined ? — ^This is the most difficult 
and important problem of Distribution. The only 
other problem which shares this credit is the problem 

11. Pen»onha« espUIneJ lhi» p<M»t very creditably in bit booV. 
The Eeon.)m!ei of Everyday Parti, pagea 143-144 Te*tt>ook writer* 
on tbe aubject have generally foBowed hinj. 
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of justice in distribution, which IS too advanced to be 
administered to the beginners. 

Each factor of production, it must be remembered, 
is just like a commodity and Its reward is determined 
by the interaction of demand and supply. Entrepre- 
neur, when purchasing a factor of production, has a 
ma\imum price to offer; he will not pay more than 
that. His maximum is determined by the marginal 
productivity of a particular factor of production, just 
as in the case of an ordinary commodity, the maximum 
of the buyer is determined by the marginal utility of 
the commodity’ The owner of a factor of production 
has a minimum price determined on a rough estimate 
of expenses of production; he refuses to accept a price 
lower than this. Between these maximum and mini- 
mum limits, the price is determined according to the 
relative forces of demand and supply existing at the 
time. The reward of the entrepreneur, nsweha\e 
already stated above, is the residue of the Net Product 
left after the satisfaction of all other claims. 

!t is, indeed, the study of the determination of 
the share of each factor of production which consti- 
tutes the main body of the subject of Distribution. 
Distribution, it will be realized, is merely the applica- 
tion of the theory of value to various factors of pro- 
duction. 


2. It ilitU b« in detail in tucceediog cLapten. 
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MOBILITY OF FACTORS OF PRODUCTION 

Some of the earlier Buropeaa writer* on Economics assumed the 
existence of what may he called complete Mobility of Labour, they assumed, 
(hat IS that labourers would go to work wherever the inducements were 
greatest almost as cerleinly as water will flow downhill until it reaches 
the lowest passible level Such perfect Mobility probably does not 
exist— Jforrtand, 

I INTRODUCTORY 

Before discussing Kow tKe reward of each agent 
of production is determined, we shall address ourselves 
to the subject of the mobility of factors of 
production. 

Meaning of Mobility 

The word Mobility is generally used with refere* 
nee to a factor of production. Mobility, according to 
dictionary, means the capacity to move easily. The 
mobility of a factor of production, therefore, implies 
Its capacity to move from one place or use to another 
place or use, easily and quickly. Land, labour, capital, 
organisation and enterprize. are all mobile in varying 
degrees. 

Advantages of Mobility 

Mobility of a factor of production is advanta- 
geous in several respects ; — 

(1) Proper Distribution — If mobile, a factor of 
production easily changes the place or field of its 
application: it moves from the place where it is abund- 
ant to one where it is comparatively scarce. Thus, 
the curious paradox of the plenty of a factor at one 
place and its scarcity at another within the same 
country and at the same time, becomes a thing of 
the past, and the resources of the country are well 
organized to secure the maximum national dividend. 

(2) Equalisation of Reward — Due to the mobility 
of a factor of production, its owner is enabled to 
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employ it in the most remunerative channeJs. This 
tendency ultimately results m the wide-spread equali- 
zation of reward of that factor of produ^ion. 

(3) Equalizalion of MorgiW Productio\iy—As a 
result of the mobility, an entrepreneur ts able to follow 
the law of substitution. He substitutes a cheap factor 
of production for a dear one till he finds that the 
marginal productivity, i. e., the wealth produced by 
the marginal or final unit, of each factor of productiorj 
is equal. This is known as the Lauf of Equi-marginal 
Producliiiity. A faithful adherence to this law, made 
possible by the mobility of various factors of produ- 
ction, is the haul-marl; of efficient organisation and is 
compatible with maximum profit. 

Obviously, the mobility of various factors of 
production is advantageous to their owners, their 
employers and the country as a whole alike. 

The Assumption of Free Mobility 

The orthodox or classical economists assumed 
the free flow of the factors of production from less 
profitable to more profitable fields of their application. 
This is the necessary corollary of free competition. 
In actual practice various obstacles stand in the way 
of free mobility. Perfect mobility, like perfect com- 
petition, does not actually exist. Since the assump- 
tion of free mobility in the classical theories is removed 
from reality, they sometimes become hypothetical 
in their nature. 

I 2 . MOBIUTY OF LAND 


Land cannot move from one place to another; 
in other words, place mobility is not possible in the 
case of land. But if it is being put for one use 
at any time, it can be put to some other use sub- 
sequently For instance, a plot of land used for the 
powth of millets can be made to grow wheat. Again 
land used for agricultural purposes can be utilised for 
constructional purposes. But land devoted to the 
construction of buildings cannot be used for cultiva- 
tion unless the building has long disappeared. 

.‘''■'j /arious obstacles binderlng the 
mobility of land from one use to another. Due to 
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sheer conservatism, cuhivators may refuse to grow 
maize on a plot of land so far devoted to millets, 
though the former might he more profitable: or, they 
might not possess sufficient knowledge for the cul- 
tivation of the latter while they might be well qualified 
for the former. Lack of proper equipment, seeds, and 
such other things might check them from changing 
the crop raised. Marketing difficulties might also 
forbid any change. Happily, all such obstacles to the 
mobility of land are gradually losing their force, 

§ 3. MOBILITY OF LABOUR 

Meaning end Kinds 

By the mobility of labour we mean its ability 
and willingness to move from one place, occupation 
or grade to another place, occupation or grade. 
Mobility of labour ta of three varieties : — 

(/) Geographical or Place Mohihi^-^The move- 
ment of labourers from one place to another is known 
as Geographical or Place Mobility. The movement 
of a labourer working m Allahabad to Benares or 
Calcutta is an instance of geographical mobility. 

(2) Occupational A/oii'/z/y—If a labourer changes 
his occupation, his mobility is said to be Occupational 
Mobility. If a driver becomes a clerk, his mobility 
is occupational, 

(3) Grade Mohilily — The movement of labour 

with respect to the grade of work is known as Grade 
Mohilily, The mobility of labour in the same grade 
is known as horizonfal For instance, a 

fireraanin a glass factory might move to the job 
of a fire-man m another glass factory, if he gets 
higher wages, more leisure or better treatment there. 
The movement of labour from one grade to another 
grade is known as vertical mohilily. The promotion 
of an assistant manager to the post of a manager is 
an example of vertical mobility*. 

I. Wnt«r« b»re Pot pud •• inoeb atteation to Mobility os >t dnerres. 
TbecUwfviiUoaof the mobiLtj'ol labour i« not olwjjr* free from »«juene»s 
and ambizuitj. Tbe preieot cUasiftcatioD hat beea formulated aod girea here 
at it teeiDt to me ibe tnotl tatitfactor^f. 
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Geographical Occupational Grade 


Horizontal Vertical 

These varieties of MohilUy of Labour are not mu- 
luaJIy exclusive: i.e., it must not be understood that a 
particular case of mobility can be only of one variety 
and not of. more than one. On the other hand, a 
case of mobility may be geographical, occupational as 
well as grade. Suppose a man from Allahabad work- 
ing as an unskilled labourer goes to Cawnpore to work 
as a carpenter, his mobility is geographical, since he 
has changed the locality: occupational, since he has 
changed occupation; and grade, since he has been pro- 
moted to a higher grade. But horizontal and verticah 
mobilities, being the two types of grade mobility, do 1 
not overlap. A mobility may be either vertical or 1 
horizontal. 

Geographical Mobility 

Geographical mobility of labour is common 
everywhere in the world. In our country, though not 
of considerable importance at present, it is definitely 
increasing. Geographical mobility is either permanent 
or temporary. Sometimes labourers leave one place 
for good and settle at another place permanently. It 
may happen due to social causes like ex-communication, 
economic causes like the sale or dispossession of land or 
better conditions of employment available elsewhere, 
or rc/igioDS causes like Hindu-Muslim riots. Permanent 
mobility is not so Important w JndJa as temporary 
geographical mobility. Cultivators generally go to the 
neighbouring industrial towns during the off season, 
Nsdien they are idle, only to come back to their fields 

a short period. The hill exodus of Government 
oiiices. occasional transfer of Government officials 
and movement of labourers to the place of fairs or 
wcflis. are other instances of temporary mobility, 

1 emporary mobility is encouraged by lack of employ. 
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merit and climatic and technical, political and 
administrative considerations. 

Labour is the most difficult factor of production 
to move from one place to another because of various 
personal considerations, in spite of the fact that such 
movement is economically profitable to them. But 
\vith the spread of education, dissemination of know* 
ledge regarding possibilities of employment at other 
places, and under the pressure of struggle for existence, 
labour has begun to move from place to place. 

Occupstiona! Mobility 

Mobility from one occupation to another occu- 
pation takes place when the general attractiveness 
of the latter exceeds that of the former. The 
following are the factors that attract labourers 
from one occupation to another'— (/) Hi^h xBases. 
Other things remaining the same, an occupation 
promising higher wages will attract more labourers 
as compared to those occupations where wages are 
low. (2) A^rteahUness o/ work. Agreeableness 
of the work attracts labourers and its disagreeableness 
repulses them. (3) The ease of learning ihe msj'ness. If a 
business is easy to learn, it becomes more attractive 
to labourers as compared to one which necessitates 
difficult, costly and Jong apprenticeship. (4) The regu- 
larily and security of employment If the employment is 
secure and regular, it is very attractive to workers. 

(5) The possihililies of success and rise. The occupation 
where chances of success are great and the scope for 
progress is considerable, is always liked by workers. 

(6) The decree of trust reposed in the Worker. If the 
employment requires a High degree of honesty and 
sincerity, the reward and prestige attached to the 
office are considerable. It becomes attractive to rnen 
endowed with intcgnty and HtmesVy but unattractive 
to those who lack these qualities. It may be em- 
phasized, however, that though all these factors have 
a telling effect on occupational mobility, the most 
important of them is the first one, namely the rate of 
wages. Other factors are static and do not vary 
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considerably from time to time; therefore, they exert 
little influence on occupational mobility. 

The occupational mobility of labour also depends 
upon its shilled or unskilled nature. Unskilled 
labourers have to do the work which requires no shill 
or training, whatever might he the occupation. As 
such, they can easily move from one occupation to 
another under the influence of increased wages. 
Shilled labour, on the other hand, is specialized. Shilled 
labourers in a particular occupation .are specially 
trained for the purpose : and while they may be very 
suitable for the jobs they have been trained for, they 
may be misfits, or no better than unshilled labourers, 
m other occupations. As such, skilled labour is not 
very much mobile occupationally- 

The inability of skilled labour for occupational 
mobility is weakening gradually. As education is 
increasing, certain branches of knowledge and training 
hitherto confined to comparatively few persons are 
becoming the possession of almost e%erybody, and 
the gulf between shilled and unskilled labour is being 
levelled up. Again, the spread of machinery and the 
division of labour to an ever increasing extent, have 
simplified each task to the maximum degree and have 
made them very much alike. 

In India occupational mobility is little, due to 
the lack of education, absence of machinery and 
conservatism of the people. It has been made smaller 
still by the rigid caste system prevalent amongst the 
Hindus. According to this system, the occupation of 
a man is determined at the time of his birth and he 
cannot change it without arousing social disapproval 
and opposition, which few can risk. For instance, a 
milh-man cannot dare doing the work of a cohbfer 
lest he might be cx-comcunicated. Similarly, a cobbler 
cannot think of becoming a sweetmeat seller lest he 
might displease the members of the society and might 
rot in hell in the next world for spoiling the religious 
faith of others. The caste system certainly has the 
advantage that it preser\'es the hereditary shill and is 
a wonderful system of family apprenticeship. But 
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it becomes vicious wKen no exceptions are made to it. 
In our opinion persons of one caste should be allowed 
to change their occupation if (1) the demand for 
labour is comparatively high in other occupations, 
which IS expressed by Kigh wages prevailing there; 
or (2) if they have natural bent towards other occupa- 
tions. Luckily, the caste system is weakening with 
the spread of education and the growing realization 
of its demerits. Signs of dissatisfaction against the 
system have already begun to appear and are very 
likely to beai^ fruits in course of time. 

Grade Mobility 

Grade mobility, as said above, may be horizon- 
tal or vertical. 

Horizontal Mohthty — The mobility from one 
grade to another may be in the same occupation, 
For instance, a labourer working in a particular sugar 
factory may have a cruel boss: he will, then, take the 
first oppurtunity to move to another sugar factory 
whose boss is kind and considerate. Horizontal mobi- 
lity in the same occupation is not so important as 
the horizontal mobility mom one occupation to another. 
In the latter case, all considerations discussed above 
regarding occupational mobility apply with equal 
force. 

Vertical Mohility — Mobility from one grade to 
another may be upward or downward, i. e., a worker 
may move from a particular grade to a higher grade 
or to a lower one. It is easier to move down the 
scale than to move up. 

The movement to a higher grade is possible in 
the following cases : — (I) If worker becomes distinctly 
efficient for a higher grade through education and expe- 
rience, he might scale up. (2) If the demand for men 
able to fill up the posts of higher grade increases as a 
result of increased demand of the product of that 
industry, an opportunity for vertical mobility of this 
type anses. (3) If the labourers of the higher grade 
are somehow incapacitated or die or are withdrawn 
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from the work due to certain reasons, labourers of 
lower grade get promotions. 

Labourers go down from a higher grade to a 
lower grade if they lose efficiency or if uneniploy- 
ment spreads. 

Hindrances to the Mobility of Labour in India 

Of all the agents of production, labour is said 
to be the most immobile. Labour is inseparable from 
labourers: the two move together. As such, many 
personal factors hindering the mobii'ty of labourers 
became obstacles to the mobility of labour as well. 
Besides, many extra-personal factors also exert influ- 
ence on the movement of labourers and, therefore, of 
labour. In India, the mobility of labour is hindered by 
the following factors ; — 

(1) Love of Home. Place or Occupofion— Love of 
home, family tics, affection for a particular locality 
and appreciation of life in the country as opposed to 
dislike of life in the town, obstruct the geographical 
or place mobility of labourers. Love for a craft or 
the feeling of family pride in it. hinders occupational 
mobility. A man. being what he is, cannot generally 
raise himself above such personal considerations. 

(2) Lack of Amhlhn — If a labourer is satisfied 
with his present lot, he has no ambition to move. In 
western countries labourers are very materialistic and 
are constantly on the look out to raise their standard 
of living. Indian labourers, on the other hand, are 
fatalistic and of a spiritual bent of mind They think 
that their financial position is determined by the fate, 
and cannot be improved. Moreover, they always 
think in terms of the next world where they wifi go 
after their death, which makes them care more for 
religion than for money. 

(3) Social Cus/oms— The ngid social customs of 
India, which act as a drag on the wheels of progress 
in general, also hinder the mobility of labour. Of 
such social customs, caste system and the joint family 
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system are the most important. We have already 
discussed how the caste system checks mobilitj'. The 
joint family system is a similar obstacle in the path 
of mobility. In western countries, a family consists of 
the husband, the wife and minor children. In India, 
on the other hand, the family is joint m the sense 
that It consists of a large number of families. As a 
matter of fact, father and mother, uncles and brothers, 
along with their wives and children — all Ii\e together. 
This system certainly has the adv'antage that each 
member works according to his capacity and gets 
according to bis need. The old. the infmm and the 
unempIo5'ed are properly looked after. But it checks 
geographical mobility hy strengthening family ties. 
Again, it is prejudicial to one*s ambition because per- 
sonal employment is not proportioned to income ana. 
as such, hinders occupational and grade mobility. 

{4) The iVflfurc of Occopofion— Sometimes the 
nature of occupation is such that a movement results 
in loss of efficiency. This is particularly true in case 
of agriculture which is the occupation of the majority 
of Indians. If a cultivator moves from one place to 
another, he might have to face strange climate, soil 
and crops. A substantial part of his old knowledge 
might become useless and new training might become 
nece<»sar3'. This is one important reason why our 
agncultunsts are not mobile. This is not so with 
artisans who can move from town to toivn and village 
to tillage «-ilh their bag of implements doing tbe 
same work in the same fashion. 

(5) Difference in Sorrociulfn^s — India abounds in 
languages, religious, and soaal customs, cbmaticcondi- 
tions and modes of living. This brisk variety 
discourages geographical mobility. Life amidst stran- 
gers speaking different languages, following different 
social customs, eating different food and wearing 
different clothes, becomes s-ety difficult indeed. 

(d) Por^eriy of the Afasses — The people of the 
country are very’ poor and find themselves unable to 
bear the expenses of migrating from one place to 
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another where they might expect to get belter reward. 
Again, due to poverty they cannot get training and 
education necessary for vertical mobility. 

(7) Lack of Means of Transport and Commiinid’- 
/fonr— Means of transport and communicatjon arc not 
very wide-spread, cheap and easy in our country. 
Where difficulty exists, geographical mobility is hin- 
dered. This obstacle w-as veiy important in the past 
but it has lost much force due to the recent de\elop- 
tnenls in the means of transport and communication. 

(6) Ignorance — Ignorance of the want of know- 
ledge of the place and occupations where high wages 
may be expected is an important obstruction to 
geographical, occupational and grade mobility. As 
most of the people are illiterate, generally ordinary 
posts are not advertised. Other means of information 
like labour exchanges, information side of the trade 
unions and State guidance into the matter, are cons- 
picuous by their absence. Where, however, informa- 
tion is available, mobility of labour is a common 
feature to be met with. For instance, many labourers 
from the villages of the United Provinces have gone to 
Bengal and Behar to work in factories and the informa- 
tion sent by them to their villages of the high ^vages 
that they earn has been responsible for the mobility 
of labour on a large scale. 

(P) PrimiliCc Conditions of Work — Over the greater 
part of the country, old methods of production are 
followed. Spread of machinery and the division of 
labour have not yet made much headway. As such, 
occupational mobility is hindered. 

All these obstacles have made the typical Indian 
labourer stay-at-home and satisfied with the occupation 
and grade be happens to be attached to. Luckily, 
the force of these factors is losing vigour, though 
gradually. Under the stress of circumstances and the 
contact with westerners, social customs are losing 
their hold, caste system is weakening and |oint family 
system is breaking asunder. Means of transport have 
improved considerably, particularly due to the advent 
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of motor lorry transport. Primitive conditions are 
undergoing a change. Large scale industries are being 
set up in all directions and for all purposes. Mecha- 
nisation and division of labour are spreading. And 
mobility of labour is increasing as a consequence. 

§ 4. MOBILITY OF CAPITAL 

By mobility of capital is meant its ability 
and willingness to move from one place or use 
to another place or use. Capital is the most mobile 
factor of production. Capital can be physically 
detached from its owner: therefore, the various and 
diverse personal factors like love of family, attachment 
to surroundings etc., which influence the mobility of 
labour do not influence the mobility of capital. More- 
over, capital can be easily and cheaply transmitted 
over long distances unlike labourers for whose trans- 
port conditions are not so simple. 

The financial mechanism of a nation is the 
usual agency through which transfers of capital are 
made. In the modem age (a) a capitalist wanting to 
withdraw capital from, say, shares of cotton textile 
companies and to re-invest it in those of. say, iron 
and steel industry may simply ask his stock exchange 
brokers to do the needful, (b) Some capitalists deposit 
money with a bank and leave at their option, the in- 
vestment. withdrawal and re-investment of capital, 
(c) There are some capitalists who may re-invest 
capital directly in a business where their control is 
supreme. For instance, a man might set up his own 
firm of, say, sugar manufacturing and withdraw, for 
the purpose, money invested in tea shares or deposited 
in a hank. 

Factors Leading to the Mobility of Capital 

The most important conditions governing the 
mobility of capital are ils_security.and its^profitabibty. 
i. c., the rate of interest obtainable. Unless the capi- 
talist is sure that the new channel of investment is 
reasonably safe and sound, he will not ordinarily like 
to risk his capital in it. Other things remaining the 
same, the order of preference follows the order of 
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security. The rate af interest obtainable is another 
important consideration. Of the t^vo investments 
equally secure, one givmg high rate of interest will 
be preferred. The importance attached to either 
of these factors of production, depends upon the tern- 
pern m_ent_of the Investor. Cautious investors give more 
weight to security, while speculative investors are more 
attracted by profitability. 

Other subsidiary factors governing the mobility 
of capital are (1) the existence of satisfactory 
and diverse channels of investment, which is dependent 
upon the economic progress of the country, (2) the 
existence of rapid means of communications and 
transmission of capital: (3) the political stability of 
the region of investment: and (4) the development of 
the financial mechanism. 

The mobility of capital vanes according to its 
li^quidjor^fixed character. Liquid capital, i.c., cash 
and goods which can be easily converted into cash, 
possesses a high degree of mobility. For instance, 
capital invested in securities always purchased and 
sold In stock exchange markets can be easily disposed 
of and the capital withdrawn to be put to some 
other use. Fixed capital, on the other hand, is not 
so mobile. Capital invested m buildings, machinery 
etc. cannot be easily withdrawn. The sale of such 
goods lakes time and invoK-cs loss. 

Mobility of Capital in India 

Capital in India is not very mobile. (1) As the 
country is in the infancy of economic development, 
many new ventures are certainly being embarked upon, 
but their security is yet untried and their profit 
yielding capacity still problematical. Under the circums* 
tances, ihe mobility of capita! cannot be great, 
(2) Our financial mechanism is not well developed. 
Banks have not yet penetrated into the interior. More- 
over, they lack "in variety. This hinders mobility. 
For instance, if a' man in the village Phulpur wants to 
close down his grain shop and to inv’est this money 
in the bank deposits, he finds that he cannot do so, 
there being no bank in his village. Stock cxchonge 
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markets are also very few and not available to all. 
(3) Lack of enterprize, channels 'of investments are 
few m this country as people lack the spirit of enter* 
prize. They do not have the courage of starting new 
venturer (4) Dishonesty. Usually bogus companies 
are started and capital is raised under high sounding 
promises but within a short period the capita! is 
dissipated in the neb salaries and other payments to 
the promotors; and very' soon the concern goes to the 
wall. This is very discouraging to investors. (5) The 
industrial policy of the State. The policy of the 
Government towards our industries is step-motherly. 
The policy of discriminating protection followed by 
the Government does not assure the entrepreneurs that 
if they start a new industry, it will receive proper 
support from the Government. 

But conditions are fortunately changing for the 
better, though by slow degrees. New ventures are 
coming into existence. Cement factories, cigarette 
factories, hydro-electnc works, etc,, are coming into 
prominence. * Attention is being paid to the develop- 
ment of banking and stock exchanges. Agitation for 
a sympathetic industrial policy of the State is being 
carried on. It is expected that in course of time con- 
ditions will become favourable for the mobility of 
capital. 

§ 5 MOBILITY OP ORGANIZATION 

Organization is of the nature of high grade la- 
bour. Organizers are highly educated individuals and 
being sufficiently progressive as a general rule, are 
mobile geographically. Vertically, too. they are very 
mobile. Some difficulty, however, arise in case of occu- 
pational mobility in so far as the organisational pro- 
blems of an industry are peculiar to it, 

§ 6. MOBiLITY OF ENTERPRIZE 

By mobility of enterprize we mean the capacity 
of risk-takers to move from one occupation to 
another where reward is high, in proportion to the risk. 
In our country enterprize is slowly developing. For- 
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merly its mobility was very little. Our entrepreneurs 
used to take the minimum risk and to float concerns 
for the objects found profitable by their foreign com* 
peers in tbTs country. But with the spread of educa- 
tion, growing contact with western industrialism and 
economic advancement of country, the mobility of 
enlerprlze is increasing. The luke-warm industrial 
policy of the State, which we have already referred to, 
13 the most important obstacle in the way arid needs 
an immediate revision. 
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RENT 


The excViange vaWe of all eommodit et. whether they he menu- 
factured or the produce of the niinee. or the produce of Und, i» alwayi 
regulated by those who continue to produce them under the most unfavoura. 
ble ctrcumstances. Com la not high beeauae a rent is paid but a rent is 
paid because cant is high. Real i» not a component part of the piice of 
commodities — ^teardo, 

§ I. MEANING OF RENT 
Scientific Meaning of Rent 

It wa3 said in the preceding chapter that the share 
of the national dividend accruing to the landlord is 
called rent. Rent may. therefore, be defined as the 
income which accrues to the landlord from the owner- 
ship of any natural agent such as land, mines, water- 

f lower etc. As Marshall puts it. the income derived 
rom the ownership of land and other free gifts of 
nature is commonly called Rent’. From the point of 
view of the entrepreneur, rent may be said to be the 
payment for the use of land**. 

Ricardo’s Definition — Ricardo’s definition of rent is 
sometimes quoted with approval in the text-books of 
Economics and committed to memory by students. 
According to Ricardo, "Rent is that portion of the 
produce of the earth which is paid to the landlord 
for the use of the original end indestruclihle powers of 
the soil”. This definition of rent, however, is not quite 
correct. The following are its inaccuracies : — • 

L M4r«ball. Ecmmtcf of Mutirt, p. 32. 

2. In Mine CBMs, eajntal applied to land cannot be ditlinguUhed 

from it and obeya tbe ccoootnie law* concerning land. Itia ihen coniidered 
to be • parCcf land end ioccroe fean» it ft bneu-n ar real. Rent may, there- 
fore, lie more coraprebensiTely defined aa the payment which u made for the 
use of the primary facto r in all production land or natural resources, including 
any capital which may hare been ao aunb in the soil as to ohey the 
economic laws concerning land and to be no longer distinguishable as 
capital— Thomas. ZUmtntS of EeantmtS. p. 24?- 
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(!) Ricardo restricts the term rent to the payment 
made for the use of "soit* or “land" He excludes other 
free gifts of nature. As such his definition is too 
narrow. 

(2) The expression “the original and indestructible 
powers of the soil” is not a happy one. Fertility, which 
is an important factor in determining rent and value 
of land is definitely destructible. Again, there are some 
properties of the soil which are not original but which 
are not distinguiahahle from land. Capital sunk 
in the land after pretty long time becomes 
indistinguishable from land and obeys the same 
economic laws which land obeys. The income from 
such acquired power or property is rightly regarded as 
rent*. 


Popular Meaning of Rent 


The scientific meaning of the term "rent" should 
be distinguished from its popular sense. In the popular 
sense the term is applied to the periodical payment for 
Inc use of a house including the ground on which it 
stands, a farm or an estate, or of a forest, a fishery, or 
a mine. According to this definition, rent includes 
not only payment for the use of land but also in- 
terest On capital invested in buddings and elsewhere, 
depreciation of fixed capital, and profit. For instance, 
repayment which a tenant makes to his landlord 
for the use of his house includes not only rent in 
Ine economic sense but also interest on the capital 
Spent in the construction of the building, its yearly 
depreciation, and remuneration for the risk or enter- 
prise. Students should remember that Economics 
IS Doi si a}} c>artcee{K<d srich fhe popalsr sense of the 


3. Value of tan J deptnJs upon its er ttlunliim or boiK In 
ajrieullural land, bolK ihe qualities ate important. In urban sites, only 
•ilualion tt important “Just as a gieen application of capital and labour will 
gire a larger return on some soils than others, so will a given application of 
capital and labour give a bigger return on some iiCes than others. The aows f 
hat will sell for a bigger price in Bond Street than in new Oxford Street" 
-Clay, ireofwmici/of IJii Genrral Readsr, pp. 351-352. 
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term “rent Whenever they come across the word 
'Vent” in any book on the subject of Economics, they 
should take it to apply in the scientific sense. 

Rent and Tenancy 

It should not be thought that rent necessarily 
implies the existence of the tenant and the landlord. In 
other words, it must not be supposed that rent is the 
payment which the pays to the landlord and that 
It cannot arise unless land is let out by the latter to 
the former. As a matter of fact, landlord can use his 
land in either of the two ways : he may let it 
out to a tenant, or himself use it productively. It is 
in the first case that be gels a fixed annual payment 
called rent. In the second case, he does not receive 
any such reward; but he may well be supposed to be 
his own tenant and to pay the rent to himself®. 

§ 2. ECONOMIC RENT AND CONTRACT RENT 

Economists divide rent, in its scientific sense, 
into Economic Rent and Contract Rent, a difference of 
fundamental and vital importance. 

Economic Rent 

• Land differs in quality fairly briskly. Some 
plots of land are very fertile and very favourably situ- 
ated; others, comparatively unfertile and unfavourably 
situated. At a particular time, there is some land 
under plough whose fertility, or location, or both, are 
worst of all the cultivated tracts, so much so tha't it 

4. R«nl U populatiy tlionglit ot •» • payment ma^c for ttie prvviUge 
of eojoyiog tbe u*e of any raalerial object, a piece of land, a houte. a boat, or 

anything you p1eaae.vAa u»ed by moat economiala, on the other band, rent 
meana only a payment made for the use of land, that land, further, being 
conceived as unmodified by fauman arU or at least modified only in certa/o 
very fundamental, and substantially unalterable, ways. — F, M. Taylor, 

tngt tn £eoticmus, p. ISl. 

S The owner may be the cultivator, in which case he gets the rent. 
The owner may be the community, which then gets the rent (tbisia the aocia- 
Lit proposaL which would oot aboliab rent, but transfer it to the State) or. 
the owner may have let his land ta a fanner. In this cate the farmer pays the 
rent to the owner— Hunt, ifan and tVealtk, pp. 30 31. 
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canot afford to pay any rent. This is called the 
No-rent Land or Marginal Land. The output of 
every other land under plough is greater than that of 
the No-Rent land. The surplus produce or dijjcrcniial 
gain arising on super-marginal lands is called Econo- 
mic Rent. It may, therefore, be defined as the surplus 
or differential gain accruing io the owner of the land by 
virtue of Us relative advantages of fcrliltiy, or location, or 
loth, over the No-rent land. 

Contract Rent 

The rent which is actually paid by the tenant to 
the landlord for the use of land is known as Contract 
Rent. It is called contr.ict rent because it is deter- 
mined by a contract between the parties concerned. 
Contract rent of a land may be equal to. or greater 
than, or less than, its economic rent. Under free 
competition, the rent actually paid is equal to the 
economic rent. If competition among landlords 
is comparatively greater than that among the tenants, 
or if some custom or law pre|udiciol to Ingh rents 
is in force, contract rent may be less than the 
economic rent. On the other hand, if tenants com- 
pete more freely among themselves than landlords, or 
if some custom or law operates against tenants, con- 
tract rent may exceed economic rcnl*^. The practice of/ 
charging a contract rent in excess of the economic rend 
is called “rack-renting.” 

Determination of Contract Rent 

Contract rent is the price paid for thcusc of land 
and, like the price of any other commodity, is dctcr- 

6. It if csfjr to conceive of Conditions wKich may cause contract rent 
lo d.fFer from economic rent ITus an unwiUinShesf to leave a farm winch 
had l>een held by parents and grand parrots may serve to induce a submif. 
•'On to ifie exaction of a rent wbicli leaves an itiideciuale remuneration to 
the farmer for histabour. Similarly, a landlord may be unwilling to prets 
an eld tenant, even though the land has risen in value Further capita! 
invested in the toil cannot be vrilhdrawn at abort notice Some improve 
menlf may laVa years to exhaust, and a leaanl, who was unable to secure 
■drquate eompen<alioo for unexhausted improvements effected at his cost, 
might lose less by renewing his les-e at a rent higher than the land without 
those iniprovemeDti could bear. iboD bjr abandoning the values represented 
by improvements— A W. Flu*. Eetmomi# Fri’ncipJej, pp. 102 103. 
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mined by the forces of demand and supply. 

Demand Jor the Use of Land — The cultivator agrees 
to pay rent for a plot of land because he thinks that 
if he were to cultivate it, he would get a return which 
would enable him to pay ail the expenses of cultiva* 
tion, to get an income for himself and to have a sur- 
plus which he can pay as rent. This surplus is the 
maximum that he Will be willing to pay to the land- 
lord, Good land yields a larger surplus per acre than 
a bad land: the tenant's maximum, as such, will be 
higher in. the former case than in the latter. In other 
words, his maximum will vary with the character of 
soil and the location of land — the nearness of the 
market, facilities for marketing, and the price he is 
likely to get for the produce^. 

Supply of the Use of Land — The landlord may use 
the land himself or may be willing to let it out. In 
'the latter case there is said t o be a supply o f the use 
of land. The landlord calculates in his own mind, the 
surplus which may accrue to him if he cultivates the 
land himself. This surplus is the minimum which he 
will charge as rent for the use of his land. If he does 
not get this minimum as rent, he might cultivate the 
land himself or put it to some other purpose. 

Determination of Contract Rent — The contract rent 
IS determined by the inler-action of the demand for and 
the supply of the use of land. The greater the 
intensity of the demand and keener the competition 
among tenants relative to supply, the more will be the 
tendency of contract rent to reach the maximum. On 
the other hand, the geater the urgency of the supply 
and keener the competition amongst landlords relative 
to demand, the more will the contract rent tend to, 
reach the minimum. Generally speaking, in new 
countries where land is abundant and competition 
among landlords veiy great, contract rent is usual- 
ly low. In old countries, particularly when they are 
thickly populated, competition among tenants is enor- 
mous and contract rent is, more or less, equal to 

7. For an able di»cuf«ionof llie factor* affecting tKe utility and 
coroparalivc ultlily of laud, Kc Richaed M- Hurd. PnnupUl o} City Land 

Taluit, 
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economic rent. Sometimes cultivators pay even more 
than the economic rent m case competition is very 
keen among them or if they have no occupation besides \ 
agriculture to follow. This is called rack-renting 
and is common in India. 

' Determination of Economic Rent 

We shall now consider how economic rent 
is determined. Theory of Economic Rent is. a very 
important problem of distribution. When the expre- 
ssion "Theory of Rent” is used without any adjective 
before Rent, usually economic rent is meant. We 
shall devote the following section to this discussion. 

§ 3. THEORY OF RENT 

The theory of economic rent was first propoun- 
ded by David Ricardo (1773-1823). one of the most 
distinguished of the English Classical economists, 
and is called the Ricardian Theory of Rent. In 
this theory Ricardo, followed by later economists, 
'focussed his attention on agricultural land only. 
Other natural gifts were e.xcluded from consideration, 
since the principles enunciated here apply with equal 
force to them as well. 

Nature of Land 

In Order to be able to understand Ricardo’s theory 
of rent we should first understand- certain funda- 
mental points about land. 

(1) Land differs in fertiht 3 \ Some plots of land 
are more fertile than Others, e.. the application of 
equal doses of labour and capital results in a higher 
yield in some cases and less in others. It is this differ- 
ence in fertility, combined with variations in locality, 
which gives rise to a surplus or differential gain on the 
super-marginal lands. This surplus is economic rent. 

(2) The cultivation of land is subject to the 
Law of Diminishing Returns. The return due to the 
application of particular dose of labour and capital 
IS less than that due to the preceding dose. As such, 
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all the doses enjoy surplus or differential gain over the 
final or marginal dose. This surplus, as we shall 
presently see, is economic rent. 

(3) Rent depends upon two main qualities of 
the land-ferlility and location. The more fertile a 
land, other things remaining the same, the higher will 
be Its rent. Its location has similar influence on rent. 
Location implies, among other things, nearness of 
marhef. facilities of transport and the price prevailing 
m the market. Rent is the payment for the fertility 
and location of land. 

Ricardian Theory of Rent* 

Ricardo started with the supposition of a vast! 
tract of a virgin land just colonized by a small number! 
of men. Since the land is abundant and idle, no pay- 
ment need be made for its use. Rent will not arise 
at this stage, The settlers will cultivate only the best 
land, and competition will reduce the price of the 
agricultural produce |ust to the level of the expenses 
of production. 

With the passage of time, the population of the 
colony will increase through births, or immigration, or 
both. The demand for agricultural produce will incre- 
ase as a consequence and inferior land will have to be 
brought under plough. Now the application of an 
equal number of doses of labour and capital will yield 
heavier crop on the superior land and smaller crop on 
the inferior land. The surplus yield of the superior 
land over the inferior land is the economic rent. The 
inferior land, it may be mentiond. is unable to pay any 
rent: its expenses of production ( not considering rent ) 
are just equal to the price of agricultural produce — 

I were they^more, still inferior land would have been 

I 

8. Ricardian Theory of Rent coniiaM of (hree diadnct iheonea. ttz, an 
hiK'ornal ih-ory aa to the origin of Rent, m iMvsal. Ouofy aa to the eauaes that, 
at BDv time and place, deterniiae the nature and utility of Rent, and a 
djnomv Ihtory of the cauaea whicli continoally tend to increaae Rent For 
an ahle diacuaaion of theae llieones, ace Prof. Maffeo Panlaleoni, Pure 
PeonTfuica, P. Ill, Cb. IV. (Tranalatcd from the Italian by T. Botton Bruce). 
Alao aee Sidgwicic. 
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cultivated; vcre it less, it would not Have been culti- 
vated at all. It is, therefore, no-rent land. The 
landlord will take away the entire surplus on the 
superior or super-marginal lands in the shape of rent. 
He will not get less than that because cultivators 
would compete for the better plots of land, till the 
entire differential advantage disappears. He cannot 
get more than this surplus; otherwise cultivators will 
cultivate only inferior lands. 


If the population increases still further, even 
third-grade land ^v^ll be brought under plough and 
consequently rent on A grade land will increase 
\shilc that on B grade land will begin to appear. 
This phenomenon of an increase in the rent of the 
super-marginal land and the appearance of rent on the 
(hitherto) marginal land will go on repeating itself 
as population increases and sub-margmal land is picked 
up for cultivation®. 

Illustration 

Let us assume that the supposed colony possesses 
four grades of land. The first grade of land is cul- 


9. lo llie pre»cnt dticulsiOD. Car«t briefly sums up- We %re 
coneerarJ wjlh ibe nature of rent, wby »t acenjes and ihe laws by wbicb ilt 
(mouDt i« delermlned. As to the firel question, ve have found that rent is 
tbit ineoRM whicb U derived from the ownership of an original and natural 
tgeat of production, as to the second, that it accrues because that agent Is 
seirce. and as to the third, that the amount of rent is determined by the joint 
operation of the productiveness and the scarcity of land, being in each indivi- 
dual case determined by the amount svhich the use of the particular piece of 
Und in queslKia adds to (he product which could be secured without it and 
this amouBl jJseJf beiog JeifrmiitrJ byJfce amcutsl ed Jiod of ibeJ grade a* 
compared with all the other factors Wilh which it co-operates in the work of 
production,— in olher words, by the marginal productivity of that grade of 
land. Thu is only another way of slaimg the classic law of rent, ru. that 

the rent ePany given piece of land is what il will produce over and above 
whit could be produced on the poorest land in cultivation by the same 
amount of labour and capital for this difference is one wey of measunag 
the amount which the piece of land in question adds to the product of the 
eommunity over and above what could be produced without it — Carver; 

T*a At’nSfc'ion ffvtaiih pp 205-206. 
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tivated m the first instance; and for a certain outlay 
of labour and capital, the yield per acre on A grade 
land IS 50 maunds. After some time, the second 
grade land is also brought under plough. For the 
same outlay, its return is, say. 45 maunds per 
acre. A surplus of ( 50— 45 )= 5 maunds begins 
to appear on A grade land. This is its economic 
rent. 


After some time the population increases so much 
that even the third grade land comes up for cultivation 
and its yield per acre on the above outlay is. say. 35 
maunds. Thus surplus produce of A grade land is 
now raised to (50— 35)= 15 maunds; while B grade land 
also begins to show a surplus of (45— 35)= 10 maunds, 
which is Its rent. 

In course of time, D grade land will also come 
under cultivation. Suppose, its yield is 20 maunds only. 
It will raise the surplus or economic rent of A grade 
land to (50-20) =30 maunds; of B grade land, to 
45-20) ss 25 maunds; and on C grade land rent will 
begin to appear to the extent of (35'20) = 15 
maunds. 


In the following diagram O A, A B, B C, and 
C D, are A grade, B grade. C grade and D grade 
lands respectively. The application of an equal 
outlay on each of them gives an yield represented 
by the rectangles standing just above the respective 
bases. C D is the no-rent land and does not yield 
any rent as its expenses of production (excluding 
rent) are just equal to the price of its produce. All the 
other plots yield economic rent equal to the shaded 
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portion of their respective rectangles. 



0 A Q ^ ^ 


Figure ehewtng the ©rigm of rent. 


Marginal or No-Rent Land 

From the above discussion, it is plain that the 
no-rcnt or marginal land plays an important role m 
the determination of the economic rent. It is called 
No-Rcnt land because its expenses of production 
( excluding rent ) are just equal to the price ot its 
produce so that it cannot afford to pay rent, being 
on the margin of cultivation, it is also called marginal 
land. The following important points must e 
remembered with regard to the marginal land 

(1) It has a decisive influence on rent. Its 
yield forms the base from which economic rent 
on super-marginal land is calculated. 

(2) Market price of the agricultural produce 
is equal to its cost of production on the marginal 
land. It could not be less than the cost of produc- 
tion; other\vise it will not be produced at all. the 
marginal land will remain idle. Nor could it be less 
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than the cost of production; otherwise a lower grade 
land will be brought under plough and the marginal 
land will become super-mai^nal land. 

(3) Marginal land is not fixed. It is, on the 
other hand, very sensitive to variations in the price of 
agricultural produce. As soon as the market price 
goes up, the marginal land becomes super-marginal 
and the sub-marginal land becomes marginal. On 
the other hand, if price goes down, the marginal land 
goes out of cultivation, a super-marginal land becoming 
marginal. 

The Intensive Form of the Theory of Rent 

In the above discussion we have exposed the 
theory of rent as applied to land cultivated ex- 
tensively. The theory is also applicable to the land 
cultivated intensively. When the land is intensively 
cultivated, the yield due to successive doses of labour 
and capital goes on diminishing till a stage is reached 
when the cost of the final dose is )ust equal to the 
price of the yield it gives rise to. This is the marg- 
inal or no-Rent dose. The produce due to all other 
doses exceeds that of the marginal dose. The surp- 
lus or the differential advantage thus appearing is 
the economic rent. 

The diagram given on page 219 can also, be 
used for explaining the intensive form of the theory 
of rent. Suppose, the yield due to the application 
of the first dose of labour and capital to a plot of 
land IS 50 maunds;. that due to second dose, 45 maunds; 
that due to the third dose 35 maunds; and that due 
to the fourth and final dose. 20 maunds. The rent 
in the case of first three doses is 30 maunds, 25 
maunds and 15 maunds respectively, the fourth dose 
being no-rent dose. 

/ O A, A B, B C and C D represent thefour doses 
and the rectangles standing over them represent the 
yield due to each of them. The shaded portions of 
the rectangles over O A, A B and B C represent the 
surplus or the economic rent. Note that no rent 
arises in case of the marginal dose, CD, 
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An important point that arises from this discu- 
ssion is that rent will anse even if all the land %vas 
of 'uniform quality. In such a case, extensive form 
of cultivation will not, of course, give rise to rent, but 
if the pressure of population may necessitate intensive 
cultivation, rent will anse as shown above, 

Criticism of the Theory^ ® 

Ricardian Theory of rent has been criticised on 
many grounds. The following are the main points 
of criticism :• — 

(1) Ricardo maintains that rent is paid for the 
"use of the original and indestructible powers of the soil”. 
This expression is not very accurate. The powers 
of the soil, for which rent is paid, are not always 
original: in some cases they are acquired. Again 
fertility, which is one of the most important part of 
the soil, is destructible^’ . 

(2) His theory is said to be historically false. 
He said that the best land is first put under plough and 
later on land is picked up for cultivation on the merit 
of its goodness. It nas been said against this con* 
tention that the order of cultivation is just the reverse: 
men proceed from inferior to superior land. But the 
contention of the critics is. m the first place not free 
from doubt. Even if it were correct, it must be realized 
that Ricardo’s historical order of cultivation is not 
of the essence of his theory. It is simply an illustra- 
tion, a method of putting a thing. What he wants to 
show by this historical illustration is that different 
plots of land differ m quality. And this, of course, 
IS true. 

(3) The most damning criticism against the 
Ricardian Theory is that it is thoroughly hypothetical 
and unrealistic. The assumption of free competition, 
on which the theory stands, is unreal: it does not 

10. Also See Clay, op. c»I., pp, 360 363 

11. Some economists defend Ricardo ty staling that except fertility 
other qualities ofland like climate, exKnt and conformation are certainly 
m eilruclible. This statement, though correct, does not take away the force 
of the criticism. 
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exist in practical life. And it makes the theory unrea- 
listic too. 

(4) Finally it is said that no-rent land does 
not always exist. If a country is very thickly popu- 
lated, even the worst land might bring' some rent. This 
IS true to a certain extent. But if the market extends 
beyond the national boundary, no-rent land may exist 
in some other country supplying the same market. 
Even if we suppose for the sake of argument that No- 
rent land does not exist anywhere m the world, no 
rent dose mast exist somewhere. And if so, it may 
be said to determine rent. This criticism as such, is 
unfair. 

The conclusion is that the purport and the princi- 
ples underlying Ricardo’s theorization are q^uite correct 
on assumption of perfect competition. The moment 
that assumption is taken away, his theory becomes 
inapplicable and it is tbe theory of contract rent which 
begins to apply. 

§4. RENT AND PRICE OF AGRICULTURAL 

PRODUCE 

The relation between rent and price has been 
a fond theme of economists. The question is often 
asked, whether the rent paid on land affects the price 
of agricultural produce or not; so that if rent is incre- 
ased or decreased, whether the price will behave simi- 
larly as a consequence or not. The answer was given 
by Ricardo long ago. He showed that rent does not 
determine price; on the other hand, it is itself determi- 
ned by price. 

Rent Does Not Determine Price 

The fact that rent does not determine price, 
becomes clear if we take into consideration two 
fundamental facts. (1) Firstly, the price of agri- 
cultural produce equals the expenses of production on 
the marginal land. If the price exceeds the expenses 
of production, even inferior land will be brought under 
plough and the existing marginal land will cease to be • 
the marginal land. On the other hand, if the price is 
less than the expenses of production, the cultivation 
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of this land will become unprofitable and will, there- 
fore, be given up. Thus it will, again, cease to be 
the marginal land. As such, the price of agricultural 
produce must be equal to the expenses of production on 
marginal land it can neither be more or less. (2) se- 
condly, the marginal land (or marginal dose) does not 
yield any rent because its produce is only just suffi- 
cient to cover the expenses of production (excluding 
rent). Evidently Yent does not enter into the expenses 
of production on marginal land. 

Summing up these two facts, we may say that 
the price of the agricultural produce equals the ex- 
penses of production on the marginal land, which does 
not include the item of rent. Obviously, rent could not 
exert any determining influence on the price of agri- 
cultural commodities.*®. 

There is, however, an unscientific sense in which 
rent may be said to enter into pnce. We might say 
that rent enters into price inasmuch as it is paid 
by the cultivator of superior land out of the price 
which he gets for his product. But it does not enter 
into price in the sense, which is the correct and the 
scientific sense, that it determines the pnce, or that it 
is one of the elements of cost which determines the 
supply price of anything*®. 

Price Determines Rent 

In fact, rent is itself determined by the price of 
agricultural produce. If the price of agricultural pro- 
duce goes up, it becomes possible to cultivate a sub- 
marginal land; the margin of cultivation having gone 
down, rent increases as a matter of course. A fail in 
the price of agricultural produce creates an opposite 
effect. It makes the cultivation of the marginal land 
unprofitable with the result that a super-marginal land 
now becomes marginal land; by thus pushing up the 

12. Rint has no loflueDce oo the value of the product. Prices are 
fixed hy the expenses o{ prodnelion eo the poorest land, where wages and 
iDterest are paid but no rent. Hence the rent that is paid for the better land 
IS the result of the price fixed in tlmi way and not a cause of it— Ely and 
Wicker, Eltmtntarv PrincipUi of Economie*. p. 263. 

13. Ihoraht, EUmints of Economies, p 251. 
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' the margin of cultivation, it reduces rent. Rent In 
this way varies with the price of agricultural produce. 

Effect of Rent Remissions on Price 

Since rent does not affect the price of agri- 
cultural commodities, any reduction in it will fail 
to bring down prices. Even if rent is altogether 
remitted by landlords, the price of agricultural pro- 
duce will remain unaltered. So long as the marginal 
land and the expenses of production on that 
land remain the same, price will also remain un- 
changed. 

By the same reason, it can be easily shown 
that if rent is increased manifold, the price will 
remain the same. As Ricardo said : corn is not high 
because a rent is paid but a rent is paid because corn 
IS high. A rent is not a component part of the price 
of commodities. 

Exceptions : When Does Rent Enter Into Price ? 

There are, however, certain exceptional cases in 
which rent does enter Into the price of agricultural 
produce, Ordinarily it does not enter Into price beca- 
use it is not an element in marginal expenses of produc- 
tion. In the following cases, rent does become an 
element of the marginal expenses and, therefore, enters 
into the price of the produce 

(1) If a State, or a body of landlords, has a 
monopoly of land, it may charge rent even on the 
marginal land. If so rent will constitute a component 
item in the marginal expenses of production and 
will affect price. In India, it is said, the State, which 
enjoys the monopoly of landownership, charges rent 
even on no-rent land; therefore, rent enters into 
price of agricultural produce in India. 

(2) Where cultivators have no other occupation 
except agriculture, competition amongst them becomes 
so keen as to make them pay rent even on the margi- 
nal land. Here, again, rent enters into price. This is 
the case in India. 
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(3) When a land which is super-marginal with 
reference to one crop, is devoted to another crop 
with reference to which it becomes marginal, the old 
rent continues to be paid. For instance, a plot 
of land may be super-marginal and productive of rent 
when devoted to wheat: but if it is now given to the 
production of, say, barley, it may become marginal 
and incapable of yielding any rent. Still the old rent 
will be charged. Here, then, rent will enter into 
marginal expenses of production and, therefore, in 
price**. 

§ 5. FACTORS EFFECTING RENT 

We have seen that price determines rent. Conse- 
quently, all those factors which affect the price of 
agricultural commodities necessarily influence rent. 
Improved transport, agricultural improvements, increase 
in population and general advance in civilization, are 
the most important of them. 

Effect of Improved Transport 

Improvement m the means of transport affects 
agricultural prices and the rent of a particular land 
according to the nature of the tract with which it is 
now connected, for the first time or with greater 
facilities than before. 

(a) If the new tract, made accessible by the 
improved means of transport, offers comparatively 
high prices for agricultural produce, rent will tend to 
increase. For instance, the revolution in the means 

I personally think llial llwse exceptions are out of the point. 
Here we are talking about economic rent, which is inextricably linked up with 
ffee competition nnd under free competition economic rent cannot enter 
Into price. If there is free competition, monopoly of land is out cf the 
queitioD, Again, absence of alternative occupations to cultivators, which 
increases competition amongst cultivatora tnl«r se, reduces their competitive 
strength against landlords, and is therefore, incompatible with free competi- 
tion, As regards the last exception of the devotion of land from a more 
profitable to a less profitable crop, it need only be said that it is a sad 
eitimation of human intelligence: why should anybody, with a brain, 
do It? If these exceptions are meant to be applied to the contract rent, the 
whole discussion, as a part of economicrent theorization and its foundation 
on marginal land and marginal expenses of production becomes absurd. 
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of transport during the 19th century enabled the 
American farmers to send wheat to England where 
it was sold at fairly high prices. In America the 
demand for land went up, suh-margtnal lands became 
marginal lands in quick succession: and rents increased 
by leaps and bounds. 

(b) If the new tract of land made accessible by 
improved means of transport, is a new source of supply 
of cheap agricultural commodities, rent will tend to 
fall. For instance, when America began to supply 
wheat to England in the 19th century at cheap prices, 
much land in England went out of cultivation; super- 
marginal lands became marginal, and then sub-marginal 
in quick succession; and rents decreased. 

Effect of Agricultural (mprovements 

Improved methods of cultivation lead to the produc* 
tion of increased quantity of produce from the total 
land under cultivation. The demand for agricultural 
commodity remaining unaltered, their price will obvious* 
ly shrink. The marginal land will go out of cultiva- 
tion: It will become sub-marglnal; and rents In general 
will fall, Rent arises as a result of the operation of 
the law of diminishing returns and, other things being 
equal, any factor retarding its operation, as is the case 
with agricultural improvements, lowers the rents. If. 
however, the demand for agricultural produce goes up, 
consequent upon a fall in the price of agricultural 
commodities, the shrinkage in rent may eventually be 
restored. 

We cannot, in fact be very definite about the 
effect of agricultural improvements on rent. Some 
economists hold the view that these improvements 
benefit poor land more than the rich : the latter already 
yield fairly heavy crops so that there is little incentive 
to increase their produce further; while the low yield of 
the poor land constantly offers this incentive. As 
f such, agricultural improvements generally increase the 
I output of poor lands and tend to level the productive- 
ness of the soil of different grades. If this point of 
I view is correct, rent will tend to fall. In fact, "the 
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Irregularity of the applications of improvement causes 
varying effects on rent, and all that we can do is to 
indicate broad tendencies**.” 

Effect of Increase in Population 

An increase in population raises rent. Increased 
population means greater demand for agricultural 
produce, which can be satisfied by forcing down 
the extensive or intensive margin of cultivation; m other 
words, by cultivating a hitherto sub-marginal land or 
by applying more doses of labour and capital to the 
existing cultivated land. In any case, the surplus, or 
differential advantage of super-marginal lands, will 
increase and rents will go up. Moreover, as population 
increases, land will be required for such non-agricultu- 
ral purposes os the construction of houses and factory- 
buildings, bazars and streets, etc. The rental value of 
land will rise due to this factor as well. 

Effect of an Advance In Civilization 

The consequences of an advance in civilization 
are similar to those of an increase in population, 
namely, rent tends to rise because (1) the improved 
standard of living requires more expensive varieties of 
food and clothing, thus increasing the demand for 
agricultural land; and (2) the demand for land for 
non-agricultural purposes like parks, play-grounds etc., 
also goes up. Rent rises as a consequence. 

§ 6. RENT OF BUILDING SITES, MINES AND 
FISHERIES 

Rent of Building Sites 

The rent of building sites is determined on the 
same principles on which the rent of agricultural land 
IS determined. It may, however, be noted that the 

teni. dftrjyeridi?* vs’pOTi 

and location: but in the case of building sites. location 
alone is important. In the case of buildings for residential 
purposes, situational advantage consists in the natural 
beauty, fashionableness, healthfulness, and convenien- 
ces of the site in question. The goodness of the site for 
buddings for business purposes depends upon its attrac- 
ts, Tboraasi o/£eo7io*nicj, p, 256. 
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tiveness, frequency and number of customers passing 
before it, the adjoining shops etc. Thus, the 
rent of building sites, whetha" for residential or busi- 
ness purposes, is always the siluotional rent. 

But this difference does not alter the principle 
by which the rent is determined. At any particular 
time there is in existence a no-rent waste land which 
IS useless for building purposes. There are many 
other sites distinctly superior to it for building purposes. 
The differential situational advantage of the super- 
marginal building sites over the marginal one, is the 
measure of rent. Rent of building sites is highest 
in the heart of the city and goes on diminishing as 
the distance from the centre increases. 

Rent of Mines And Quaifies 

The total payment made for a mine m the shape 
of rent consists or two parts : (1) Payments made for 
the minerals removed which are not replaced, called 
Royahy. In agricultural land, it may be noted, no such 
payment IS made for the fertility of the soil which, if 
property used, is inexhaustible (2) Rent Proper, which 
IS paid for differential advantages in respect of ease 
of working and convenience of situation, called 
Mine Rent. 

Royally has no semblance to agricultural rent: 
it is, however, the mine rent which resembles it so 
closely inasmuch as the margin may be lowered 
extensiCely by the working of less convenient or in- 
ferior mines and intensii/ely by the application of more 
costly methods in the superior mines At any 
particular time there is a marginal or no-rent mine 
which IS so difficult to be worked and so inconveniently 
situated that it pays no mine rent. All other super- 
marginal mines pay rent equal to the differential 
advantage*’. 

16. TLomts. op. ftl.. p. 259. 

17. This IS Marshall'! tkw. It is difficult tn agree with him 

that royalty IS not aTjalogerus ngsscultnraV rent. PerUhty, unless replaced 
hy certain methods, is definitely cahavatible And if so. the analogy between 
agricultural rent and groas rent of mine is complete. Taussig's unwillingness 
to accept Marshall's view that cren the poorest mine will yieli some return 
to the owner of the nine for the miiiersis removed, seems to be lUst front the 
point of view of theory. 
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Rent of Fisheries 

It is maintained by many economists that with 
proper care fisheries yield a perpetual return, as happens 
in the case of agricultural lands. As such, the analogy 
between agricultural land and fisherres is perfect and 
rent of fisheries is determined tn the same way as 
that of agricultural land. No-rent fisheries yield no 
rent; the differential advantage of all the super-mar- 
ginal fisheries measures the rent. 

§ 7 . UNEARNED INCREMENT 

The value of land increases if the landlord effe- 
cts substantial improvements in it. Sometimes, the 
”alue goes up due to the operation of certain social 
factors and without any effort on the part of the land- 
lord. For instance, if the town grows up around a plot 
of land or if it is connected with the surrounding areas 
by efficient means of transport and communication, 
the value of land is bound to increase. Such increase 
in value due to the operation of certain social factors 
and without any effort on the part of landlord is 
known as unearned increment. 

Unearned increment is not the fruit of the labour 
of the landowner: it is the consequence of certain 
social causes. As such, it should not be allowed to 
be enjoyed by the landlord but should be spent for the 
Welfare of the society as a whole through the agency 
of the State; the Government may take away this 
increment — 

(1) Through taxaiim. An unearned increment m 
value may be lopped off by the Government by the 
imposition of a tax: or 

(2) Through land nationalization. The entire 
land may be nationalized, i.e., put in the possession 
of the Stale so that any unearned increment appearing 
On the land might automatically benefit State finances. 
This opinion is held by many economists and is very 
much advocated by socialists of all shades of opinion. 
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contract rent exceeds economic rent in India, it is due 
to the fact that free competition does not exist. But 
such a cose falls* outside the scope of the Ricardian 
Theory. The assumption is to theory ^^’hat founda- 
tion is to building; if the base of either is removed, 
\icious results are liable to follow. 

S 2. DETERMINATION OF CONTRACT RENT 
IN INDIA 

Contract rent is. of course, determined in India 
by demand and supply. In the interaction of these 
forces cns/om, competilton, legislation and absence oj 
dtematioe oecvpalions play prominent parts. 

In olden days land was abundant in our country 
and rents were fairly low. Those 
common brotherhood and fellow-feeling; and the 
bonds of unity were strengthened by the common 
danger of robbers and thieves. The realtioriship bet- 
ween landlords and tenants was marked with extreme 
cordiality, crystallised in wholesome ctisfoms handed 
down from one generation to the other. 

With the advent of the British rule iri India, 
peace was restored in the country, ^onomic develop- 
ment went on at a rapid pace. Demand for lane 
increased and landlords began to increase rents beyond 
the customary limit. In other words, competition began 
to assert itself. The import of individualisrri alonj 
with other western ideals accentuated competition anc 
partially broke down the traditional customs. 

The British rule in India also wrote the deatl 
sentence of our handicrafts of diverse types. Having 
thus lost allemalioe occupations, cultivators began tc 
depend entirely on agriculture. Competition amongst 
agriculturists increased all the more. They began tc 
pay more than economic rent since they preferred tht 
pursuit of agriculture and semi-starvation, to its 
renunciation and complete starvation. 

This sort of rack-renting gravely injured the 
already delicate economic position of the cultivators 
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Besides, it checked a^cultural improvements; when 
agriculturists found that an increase in 'the yield of 
land as a result of agricultural improvements is unjus* 
tly snatched away by landlords, they stopped to spend 
money, time and energy on the betterment of land and 
methods of cultivation. To remedy this state of 
affairs. Government came forward with tenancy legis- 
lation which aims at guaranteeing fixity of tenure and 
fairness of rents. 

At the present moment, custom, competition, 
absence of alternative occupations and tenancy legis- 
lation, exert influence in the determination of the 
contract rent. Customs are still alive, competition 
is still in the embryo, while alternative occupations are 
still lacking: hence tenancy legislation is not wholly 
effective. 

§ 3. UND TENURES IN INDIA 
Land Tenures 

Three parties are usually connected with land; 
the State, which is the supreme Landlord, the ultimate 
owner of all land; landlords, who have acquired certain 
specific rights in land and who hold land on certain 
aCTced terms from the State; and the actual culUoators 
till the soil and take it from the landlords^. 
The term "land tenure.” which is derived from a latin 
word meaning "to hold”, is used to refer to the terms 
and conditions on which land is held from the Govern- 
ment. Broadly conceived, land tenure refers to the 
rules and regulations under which one party holds land 
from the other. In the latter sense, it is divisible into 

(0) proprietory tenure, i.e., the terms and conditions on 
which landlords hold land from the State, and 
(6) cultivating tenures. i.e., terms and conditions on 
which land is held by cultivators from the landlords^. 
The Ideal Land Tenure 

The characteristics of an ideal land tenure are two: 

(1) Fair Rents. Rents should be fair. If rents are unfair, 

2. Somelime* boU UnJ directly from tke State >i under 

the Ryotwari cyttem in India. 

3, Or from the State, •* in Ryetwan tracta. 
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cultivators will be exploited and agricultural improve* 
ments hindered (2) fixity of Tenure. The cultivator 
must be sure that the period of his stay on land will be 
fairly long. Otherwise He will not effect permanent 
improvements on it lest He might be ejected before he 
could enjoy the fruits of His investment. Not only this: 
he might even use the land with undue tyranny so as to 
take the most out of it during his stay, thus making it 
unfertile within a short time. Our land tenure had 
long fallen short of this ideal. Recently the State has 
tried to remedy this defect through Tenancy Legisla- 
tion. 

Land Tenures In India 

We shall now discuss land tenures in our country. 
We shall confine our attention to proprietory land 
tenures only and not to cultivating land tenures which 
are too wleldy to be interesting or useful to the 
beginner. The following are the important hinds of 
proprietory land tenures in India : 

(f) TAe ZaminJari Tenure — Under this tenure 
one landlord is made responsible for the payment of 
the land revenue on the whole estate. The settle- 
ment may be fixed once for all, when it is known 
as Permanent Settlement; for instance, in Bengal, 
Behar and Northern districts of Madras and Benares 
division of the United Provinces, the Settlement is 
permanent and the land revenue payable by the land- 
lord to the State has been fixed once for all. In the 
alternative, the settlement may be only temporary, 
subject to revision after a fixed period, when it is 
called Temporary Selllement. Settlements are tempor- 
ary in such zamindari estates ici Bengal which are not 
under permanent settlement. Settlement with the 
taluqdars of Oudh are also temporary. 

(2) The Mahalwari or Joint Village Tenure^ 
According to this system. Government enters into 
contract with the co-sharers of an estate, who become 
jointly and severally liable for the land revenue. As a 
matter of fact, the agreement is entered into with the 
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Lambardar or Malguzar who is the representative of 
the villagers and who becomes directly responsible 
for the payment. This system is prevalent mostly in 
northern India. The settlements under this system 
are temporary. 

(3) The Ryoiwari Tenure — Under this system 
the cultivator takes rent directly from the State and 
pays land revenue straight to the State coffers. No 
landlord, or middleman, between a cultivator and 
the State is recognised. This system is mostly pre- 
valent in Southern India, particularly in Bombay, 
Madras and Berar. It does not exist in the United 
Provinces. 

Settlements 

By settlement of land revenue we mean the 
determination of the amount of land revenue, the per- 
son or persons liable to pay it and the record of all the 
private rights and interests in the land. Settlements 
can be divided according to the duration. Where the 
land revenue is fixed in perpetuity it is called Per- 
manent Settlement; and where it is fixed temporarily, 
it IS called Temporary Settlement. In India most of 
the tracts under zamindari system in Bengal, North 
Madras and Benares Division are permanently settled. 
In the rest of India, temporary settlement is in vogue. 

Permanent settlement was introduced by Lord 
Cornwallis m 1795, when the difficulties in the collec- 
tion of land revenue were enormous and the perma- 
nent nature of the settlement was a great convenience. 
But it was soon discovered that zamindars extract as 
much as they can from the cultivators, but pay only a 
fixed fraction of their booty to the State. In this way, 
it inflicted a loss of revenue on the Slate* and 

4. According to the Bengal Land Revenue Commitsion, 1940. 
‘■the annual lots in this generation resulting from the enactment of the 
Permanent Settlement may be catimafed at anything between 2 crores and 
Scrores." (See Chapter II) 

^or a thorough and up-to-date diaensdon of the introduction, financial, 
administrative, social and economic results, and the suggested improvements 
in the system of Permanent Settlement. See Bengal Land nevenat Commiiiim 
Bt[CTl. J9i0. 
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unduly exploited agriculturists. Therefore, it was not 
spread over other parts of the country. 

§ 4. LAND TENURES IN THE UNITED PROVINCES 

We shall now study the land tenures in the 
United Provinces. 

PROPRIETARY TENURES 

Of the three types of proprietary land tenures 
discussed above, the zamindary and mahalwari 
or joint village tenures are found in the United 
Provinces. 


The Zamlndarl Tenure 

The zamindari tenure in the United Provinces 
exists in two shapes: (1) the Permanent Settlement 
with the zamindars of the Benares Division and 
(2) Temporary Settlements with the Taluqdars of 
Oudh. The Benares Division is the only tract in the 
United Provinces having permanent settlement. In 
1785, the British were keen on extending Bengal 
model of Permanent Settlement and were not familiar 
with the peculiar system of joint tenure of land m force 
in the Benares Division at that time. Therefore, they 
dealt with one of the chief co-sharers or some 
other prominent person on a permanent settlement 
basis. 


In the province of Oudh, Government enters 
into agreement with the toluqdars or chiefs for the 
payment of land revenue on a temporary basis. The 
Government takes from the taluqdars the sums collec- 
ted as rent revenue after having the cost of collection 
and a certain sum for the maintenance of taluqdars 
according to the pleasure of the Government. The 
^tllement takes place for a period of thirty years, 
tnetaluqdar differs from the landlord under perma- 
nent settlement inasmuch as the settlement with him 
IS only temporary and he has no absolute right over 
his estate. 
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Mahalwari or Joint Village Tenure 

Almost the entire province of Agra is under 
Mahalwari or joint village tenure. The Government 
enters into an agreement with the co-sharers of an 
estate or village, by which the latter may become 
liable, jointly and severally, for the payment of land 
revenue. Usually the lambardar or mal^uzar enters 
into the agreement on behalf of the villagers. The 
settlement is revised after 20 or 30 years. Nearly 
half of the net assest are taken away by the Govern- 
ment m the shape of land revenue. 

CULTIVATING TENURES 

After having discussed the terms and conditions 
on which the middlemen hold land from the Govern- 
ment, we now come to the description of the terms 
and conditions on which actual cultivators hold land 
from the middlemen. From this point of view, 
tenants can be divided into (I) permanent tenure 
holders, (2) fixed rate tenants. (3) ex-proprietary tena- 
nts, (4) occupancy tenants, (5) statutory tenants, and 
(6) tenants-at-will. 

' (J) Permanent Tenure //oWers—Their rights and 
privileges are similar to those of zamindars. Their 
rights are heritable and transferable: they can sell and 
mortgage their property. They are found in the per- 
manently settled area and the amount of rent revenue 
to be paid to the State is fixed once for all. 
j 

(2) Fixed Rate Tenanls. — They resemble perma- 
nent tenure Holders as they are also found in permanently 
settled tracts, their rights are heritable and transferable 
and the rate of rent to be paid by them is fixed in 
perpetuity. Their special feature is that if the land 
held by them increases or decreases, the land revenue 
payable by them increases or decrease propor- 
tionately. 

(3) Ex-proprietary Tenants — There are certain 
landlords who, faced by financial stringency, had sold 
away their zamindari but have been cultivating their 
Sir land, i.e., the land which they used to cultivate 
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while they were zammdars. They ore known is e\- 
proprietary tenants because of their acquiring ex- 
proprietary rights in the Sir which is heritable but 
not transferable. Ex-proprietary tenants hold the Sir 
land at reduced rent. 

The above three types of tenants enjoy enviable 
privileges and rights. In the first two cases, the rent 
is fixed for ever and though the economic rent has 
mounted up, their commitment has remained unaltered. 
In the latter case, the concession of reduced rent, 
which comes to 25 per cent, of the usual and actual 
rent, is also considerable. 

{4) Occupemey Tenants — Cultivators who cultivate 
the same plot of land continuously for a period of 
twelve years acquire fixity of tenure m that land. They 
are known as occupancy tenants and cannot be ejected 
from the land. Their right is heritable but not trans- 
ferable. Their rents cannot be increased unless it be 
by mutual consent or by the order of the court. The 
enhancement cannot e.xceed one anna m the rupee 
and can be made only once in ten years. 

(5) Statutory Tenants — The Agra Tenancy Act, 
of 1927 has created what are called, slnlutory tenants. 
According to this Act. all the cultivators who have 
cultivated a piece of land for one full year cannot be 
ejected from the land so long as they live, provided 
they pay the rent regularly. The rent cannot be 
increased within a specified period and without 
sufficient 'ground. Their successors inherit the right 
of cultivating the land for fi\’e years after their 
death. 

(6) Tcnanls-at-]ViIl — They have no right on land 
and can be ejected at the sweet will of the zamindar. 
The Agra Tenancy Act, 1927, aimed at converting 
them into statutory tenants but the object of the Act 
has been defeated by the tactics of zammdars. 
They do not allow cultivators to cultiv’ate a land for 
one full year, unless he agrees to renounce the statutory 
rights that he acquires on the land. Their condition 
IS very poor. 
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In Oudh tenants do not possess as much rights 
and privileges as the tenants of Agra Province do. 
The taluqdars of Oudh have a higher status than 
the zammdars of Agra and their hold over their 
tenants is very strict. Many times they have success- 
fully resisted the attempts to increase the rights and 
privileges of the cultivators. 

In Kumaun Division, the cultivators, called padhans. 
are practically peasant proprietors. They pay land 
revenue to the Government directly. The land has 
been created by the cultivators themselves by terra- 
cing or levelling the hilly tracts and they are its 
owner. 



CHAPTER V 

WAGES 


It is not to be underttood tKat the aatural price of labour estimated 
in food and neoeasariei is absolutely fixed and constant .It essentially 
depends on the habits and customs of the people — liteardo. 

§1. INTRODUCTION 


Meaning of Wages 

A wage is a price: it is the price paid by the em- 

f 'loyer to the worker on account of labour performed^, 
t may, as such, be defined as the price paid by an 
entrepreneur to the labourers employed for productive 
purposes. It is the share of the national dividend 
which accrues to labour in the broad sense of the term, 
including all kinds of workers whether they receive 
salaries, pays, or wages: whether they are paid 
annually, monthly, weekly or daily; whether they are 
skilled or unskilled; whether their work is manual or 
mentaP. 

There are two doubtful categories of labourers 
whose remuneration is called wages by some and 
excluded from this class of incorhe by others. The first 
is the case of those entrepreneurs, who take part in 
superintendence and management of the venture. In so 
far as they themselves superintend and manage the 
busiritss, they work as organisers and are entitled to a 
salary. If they do not themselves do this work, 


1. See ] R. Turner. Tnlroduetion to Eeofiomtes p, 440. 

2. Labour is a wealth creating effort (J. B. Clark, EiSinliaJt of 
feonomio Thfory, p g) Any human exertion direeted primarily toward thel 
creation of utility, is labour. Although the work of a child at school may^ 
create '"productive power”, the immediate end not being production, it is not^ 
economic labour. "The remuneration of labour" (Seligman, Principles of 
Economies, p. 411). " the earnings assigned to men for their work" (Seager, 
Ixlrodiiclwii to Economics, p. 222). in other words, the recompense of human 
exertion in the production of utility is wages— F. H. Streightoff, The Dislri- 
iiilions o] Intomts in the Clntlni StaUa. 
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they will have to employ an organiser and pay him 
a reward. Therefore, any payment made to them, 
directly or indirectly, is obviously of the nature of 
wages. The second class is constituted by indepen* 
dent workers like teachers, doctors, and lawyers. They 
undergo some physical or mental exertion and recei* 
ve a reward for their labour, usually called fee. 
Some economists are of the opinion that this remune- 
ration should be pul under wages. This opinion is 
not quite correct because the services rendered by 
these persons are sold to consumers directly, and 
not to producers as is the case with labour. This 
reward is usually classed under profits and falls 
outside the scope of wages. 


Wages. Pays and Salaries 

The remuneration given to labourers is known 
by different names according to their status and the 
time of its payment. The remuneration paid daily or 
weekly is called wage: that paid monthly is known 
as pay, while that paid yearly is called salary^. There is 
no technical differnce in the nOture of wages, pays and 
salaries, all being the earnings of labourers. But from 
the point of view of social status and prestige of labo- 
urers, this distinction is very important. Wages are 
usually given to ordinary, unskilled labourers who live 
from hand to mouth and who belong to the lower 
status of society. Pay is given to midlie class persons 
like teachers, clerks and ordinary officials who hold a 
higher social status than the wage-earners. Salaries 
are given to high Government dignatories and well-paid 
organizers who constitute the richest section of the 
society. Wages are less than pays and pays are less 
than salaries. The differences m these incomes are wide 
in the present-day capitalistic economy. The wideness 
of the differences has given rise to much hard thinking 
and a movement aiming at an equalization of incomes 

3. See BenKain. EeonifTjrfe, p*g« 17;6etion, Fraetieal Econom^ci, p. 48. 
In this context the term wages has been used in th« narrow sense. 
In the broad aense. in which it is g enerally used, it includes all the three 
types ol remuneration mentioned here. 



^ Figure thowtckg difference* in loeomet. 

The Problem of Wages 

Of all the branches of Economics. Distribution 
IS the most difficult and the most important section; 
and of all the problems of Distribution, the problem ' 
of wages is the most difficult and the most important ' 
problem. It is the most difficult because labour being 
inseparable from labourer, the human element enters 
into consi deration more definitely at this stage than 
injiny_othcr phase of our enquiry; and the interference 
ofjion*_economic elements with the operation of the 
e conom ic ones has always to be faced with. It is 
the most important section of our investigation 

4. T(i« question of inequality of incomes is very irnportant and may 
^ studied from a number of elementary boobs lilce Clay, £coiiomiM for th» 
Ottura] Utaier, Batson, PracUeal EeoTtonMi, etc.. 

The following is an expIanaUon of the inequality of wages : Wages 
depend on pro^ctivity. and productivity depends on ability, training and 
equipment in the widest tense. Ability varies, training is too expensive for 
tlie poorest workers, so that the difference between skilled and unskilled 
'"Sget is no^ wiped out by a flow of labour from unskiited to skilled 
oecupstions: and the comparative efficiency of equipment as between 
different industries is constantly rarjing, svJmIo mobility between industriei 
•nd place* is checked by ignorance, inertia, and the fear of losing tbe 
•dvanlages of speeialued skill— Scott. Th« AppTMth to £cirwmtc», pp. 125-130. 
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because it concerns the class of society which has 
the greatest numerical strength and which, generally 
speaking, is most dissatisfied with the present-day 
economic organization of society, 

§ 2. DETERMINATION OF WAGES 

Wage, we have said, is the price of labour. 
We have now to discuss how the price of labour is 
determined. The price of an ordinary commodity 
is determined by the formula of demand and supply. 

* If labour be regarded as a commodity, the same 
theory of value will apply to wages as well. But labour 
differs from an ordinary commodity in several respects 
which r^ecessilate a modification in the theory of value 
when applied to wages. 

Peculiarities of Labour 

The following are the peculiarities of labour 
as a factor of production - 

(f) Labour cannot be separated from the labourer. 
The labourer has. therefore, to present himself at the 
place where labour is required. This is not the case 
with other commodities. Land can be separated 
from the landlord; capital, from the capitalist; com- 
I modities, from the trader. Due to the inseparability 
of labourers from labour, various personal factors 
affecting the former have to be considered when 
discussing wages a fact which makes the problem 
of wage s a hard nut to crack . For instance, labour is 
not so mobile as. s^y. capital because its mobility 
depends upon the mobility of the labourer, which is 
hindered by a Jong list of personal considerations. 
These personal obstacles are. of course, absent in 
the case of other factors of production. 

(2) Labour power is the most perishable comma- 
Jily. Jf a merchant does not seJJ his commodity 
today, he hopes to be able to sell it tomorrow. But 
if a labourer does not work on any particular day, 
the labour power of that day perishes for ever and 
cannot be regained. Due to this fact, labourers prefer 
to sell their labour power at any price rather than 
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wait an d let it perish irrevocably. The consequence is 
that wages are usually less than what they should be. 

(3) The supply of labour increases and decreases very 
slowly. If the demand for an ordinary commodity 
increases, its price rises and it begins to be produced 
in increasing quantity. This is not so with labour. 
If the demand for _any particular type of labour 
increases, its supply can increase in the following two 
ways ; (a) Parents may train their children for that 
work. This will take considerable time and the 
supply will increase only slowly, (b) Labourers from 
pther_channe!9_may be attracted towards this line 
by the offer of high wages. This latter alternative 
is not free from difficulties. The mobility of labour 
is a difficult process and cannot be relied upon as a 
quick measure. Moreover, the mobility might only 
shift the problem of the scarcity of labour from one 
grade or industry to another grade or industry. 

What is true of an increase m the supply of 
labour is also true of a decrease in its supply. Labour 
of any particular grade or industry can decrease 
through natural death of labourers, or its mobility to 
other grades or industry. The first one takes time 
and the second one is unreliable, besides being slow. 


Wc conclude, therefore, that the supply of 
labour adjusts itself to changes in demand only with 
difficulty. 


(4) The bargaining capacity of labourers is weaker 
ihan that of employers. The rate of wages is deter- ^ 
mind by the bargain made between the employer 
and the labourer. Each is supposed to have perfectly 
free powers to consult bis own economic interest, 
though as a matter of fact nearly always m the course 
of the world’s history the Master has had the advant- 
age and the Workman Has been less free to strike his 
bargain. This is due to a variety of reasons : 
(a) Labour power, as we have seen, is perishable. The 
labourer prefers to sell his labour power for any 
pnee^ whatsoever rather than to remain idle and 
lose it for ever, (b) Labourers are generally poor and 
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tiayg no resources to fall back uponr if they like 

to wait in the higgling and bargaining with the 
employers. They live from hand to mouth; and in 
order to earn their bread (or tomorrow, they must work 
today at any remuneration whatsoever. Employers 
know it thoroughly well and make its unscru pulou s 
use to their own advantage, (c) In the olden days if 
labourers could not get an employment, they could 
themselves produce goods and sell them in the 
market. But most of these handicrafts have now] 
decayed in face of the competition of factory goodsJ 
The bargaining capacity of labourers has been consider- 
ably weakened, (d) Labourers lack organizaion. Trade 
unions, such as they are. are little "developed, include 
only skilled labourers, and suffer from many_d^fec.tj 
and obstacles. Hence they do not always offer an 
effective resistance against the exploitation of em- 
ployees. (e) Sometimes wages are paid according to 
some old established custom and are fairly low. 
Since custom does not easily change, wages do not 
easily increase, (f) Even if there are chances of getting 
high wages at some particular place or any particular 
occupation, labourers do not get the information. 
Their ignorance is a great obstacle in the v/ay of high 
wages, (g) Finally, a rapid nse of population is creat- 
ing a class of the unemployed of increasing dinticn- 
sions. which is a fruitful cause of low wages. 

The Theory of Wages 

The modern theory of wages is substantially 
the same as the theory of value, subject to 
certain reservations necessitated by the peculiar 
characteristics of labour discussed above. According 
to this theory, wages are determined by the inter-action 
of the forces of the demand for labour and its 
supply®. 

t 3. '"Tlie explanst'ion oi price VrSuppV and Demend a’uo Vio\4i 
ffcrlaltour. wKicIi ir cerlainlj ■ cennwraily elthougli i» u rupplied anrS add 
ia a apecial waf. Use price of labour ta nol, of cour>«, the eanse thing ai 
the earnings of labomers A persoa'a aarasngs depend partly on the price 
of his labour and partly on the ijualiljr of it that he sells",— Batson, Froclicol 
Eionamiet, p, 27, 
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Demand For Labour — The demand for labour 
comes from the employers who engages labourers 
for producing goods. The contribution of a worker 
to the net product is known as his productivity and may 
be expressed in terms of money. The productivity of 
the last or final or marginal labourer employed at 
any particular time is known as final or marginal pro- 
daclivHy. Ordinarily, an employer goes on employing, 
more and more labourers so long as he finds that 
the productivity of each additional labourer is greater 
than the wages he is given. But as the number of 
labourers increases, the productivity of each success- 
ive labourer goes on decreasing; just as the utility of 
each successive unit of a commodity goes on dimini- 
shing with the increase of its supply, other things 
remaining the same®. Ultimately a point is reached 
where the productivity of the last or the marginal 
labourer is just equal to the wages he is paid. Such 
a worker is on the margin of employment or dismissal— 
the employer is indifferent whether he is employed 
or not employed: anyway, he would be the last 

6. The following diagrem illuatratea the working of the law of 
mirginal produelivlty a* applied to labour 



C,et the amount of labour be measured along the horizontal line AC 
and let the produfilivily of labour be measured along the vertical line AE, 
end let the descending Iioe EC represent the rate of decrease in the marginal 
productivity of labour If the amount of labour were measured by AD, the 
"■rginal productivity would be measured by BD or AF. If the amount of 
labour were measured by AD', the marginal productivity would be measured 
ofAFA And when the amount of labour equals AO'', marginal proJuc- 
livity IS B’D'^ Or AF". If labour increases to AC, marginal productivity 
'*ould fall to tero. 
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worker employed by him. This labourer is, there- 
fore, called the marginal or final labourer and his 
productivity marginal ftrodactiOily. 

Now, when we are considering a great body of 
labourers, we assume that al! the members of the 
group are equally efficient and each ts interchangeable 
with the other. Consequently, the same wage is paid 
to each of them. This will be the wage paid to the 
marginal labourer, which is equal to the marginal 
productivity. The employer will not pay more than the 
marginal productivity ; it is the buyer's maximum. 

The Supply of Lahoarers — ^Just as the buyer has 
his maximum limit, the seller has his minimum limit, 
any offer below which is unacceptable to him. The 
labourer’s minimum limit is set by his standard of 
living, i.e., the amount of necessaries, comforts'an'd 
luxuries which he has become accustomed to enjoy 
and which he will insist upon having. WageTmust 
at least be equal to the cost of this standard of living. 
Generally speaking, the higher the standard of living 
the greater is the persistence shown in maintaining it. 
If lower wages are offered, the standard is sought 
to be maintained by such methods as deliberate 
postponement of marriage or life-long celibacy, 
mobility to other trades or localities v^ere higher 
wages are obtainable, acquisition of greater efficiency 
or combination of workers and refusal to work at 
all except at adequate wages as determined by their 
standard of living. The standard of living of the worker 
thus sets the minimum limit below which wages 
cannot fall^. The standard wage, which the worker 
tries to maintain by reference to the social need of 
his class, is sometimes called the social wage, 

Inter-aclion of Demand and Supply — Between these 

7. The (CaDJard of life io the caee of labour replaies the ttptntei o( 
produclioD in the case of ordinary commoditiei, hut it svill be appreciated 
I that the standard of life is in many reapectt analogous to the cos', of produc- 
tion of a commodity, because the standard of life is a measurement of 
of sacrifice made hy the worker in order to briog up the family, OTdef 

la inereast tha fulure tafply of utriert — Thomas, EUmantt of Esinonies, 
p. 777. 
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two limits, the maximum limit as set by the marginal 
productivity of labour, and the minimum limit as set 
by the standard of living of workers, wages are deter- 
mined by the relative bargaining strength of labourers 
and employers. In actual practice, the bargaining 
strength of a labourer is very weak. Wages, there- 
fore, tend to approximate the standard of living 
rather than the marginal productivity®. J. i J 

Old Theories oF Wages ^ ^ ^ { 

The above theory of wages is known as the 
Modern Theory or the Demand and Supply Theory 
of Wages. Economists in the past had propounded 
a number of theories of wages, the most important 
of which are (1) the Subsistence Theory or the Iron 
Law of Wages; (2) the Wages Fund Theory; (3) the 
Residual Claimant Theory and (4) the Marginal 
Productivity Theory. All these theories have now 
been discarded and the modern theory claims the 
largest number of adherence. But even this theory is 
not free from defects and we have yet to wait for on 
economist who can solve this r iddle. 

§ 3. [WA^ Sr EFFICIENCY' AN D STANDA^"^ 

Wages and standard of living are closely connec- 
ted with each other and act and react upon one 
another through the medium of the efficiency of 
labourers. 


Let us begin with the stanSard of living. Suppose 
the standard of living of workers goes up. They 
will now be able to satisfy their wants more richly, 
both quantitatively and qualitatively. Their efficiency, 
physical and intellectual, will increase. An increase 

8. In tKe CBia of an orJmsry commodity, ihe long period price 
epproximales expenjee of production: and eiiort period price, the merginal 
utility. Similarly, some economi-ts aasert that wagea tend to approximate, 
alandard of Jiving in the ahorl perrod and marginal productivity in the 
long period. This view appears to me far from accurate In the case of a 
commodity, there is the assumption that the bargaining atrength of both 
the parties is ecjual. But such an assumption will be out of place in the 
case of labour- Hence the analogy pursued by the advocates of the above 
view IS an un warranted stretch of imaginatioD. 
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in efficiency necessafily means an increase in pro- 
ductivity. The maximum limit up to which wages 
can go will thus increase. Again, standard of living 
determines the minimum below which wages cannot 
go. As such, a rise in standard of living also 
implies an increase in the minimum rale of wages. 
The maximum and minimum limits having thus gone 
up, wages are liJce/y to increase. 

If the standard of living goes down, opposite 
results will follow. Efficiency of labourers will go 
down. Their productivity will decrease. The maxi-' 
mum limit up to which wages can rise, will go down. 
The minimum limit up to which wages can fall will 
also decrease since it IS the standard of living which 
determines this minimum, other things remaining 
the same. When the maximum and minimum limits 
are pushed down, wages are likely to be depressed. 

Let us now look at the relationship /rom Ms 
standpoint of weges. (f vrages go up, labourers 
will 00 able to satisfy their wants more richly and 
their efficiency will rise. Thetr productivity will also 
increase. The maximum limit of wages will thus go up. 
At the same time, higher wages imply higher standard 
of living which pushes up the minimum limit of wages. 
The minimum and maximum having thus increased, 
wages are sure to spring up. 

If wages fall, opposite results will follow. Effi- 
ciency will go down; productivity will fall as a conse- 
quence. Maximum limit of wages will thus , be pulled 
down. At the same time, standard of living will dec- 
rease and the minimum limit will be depressed. Wages 
will therefore, fall. 

We shall now consider the case /rOTJJ the point of 
View of efficiency. If somehow labourers increase 
their efficiency, their productivity will go .up. Their 
wages will rise as a consequence. And they will increase 
their standard of living. The results following in the 
case of a fall in the efficiency are just the reverse. 

From the above discussion two conclusions 
emerge. Firstly, labourers can increase their standard 
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of living or make themselves more efficient, other 
things remaining the same. Secondly, the influence of 
a change in standard of living, or efficiency, or wages, 
is cumulative. If, say, efficiency increases, wages will 
increase. They will push up the standard of living. It. 
in its turn, will increase efficiency. The circle thus got 
going Will continue to move®. 






Figure sfiowing l^e refedonthifi txtween iisBcferd c( Jiviog, 
efficiene; and wage*. 

§ U, THE REAL AND NOMINAL WAGES 
Meaning 

In the modern times, labourers are generally 
paid In money. Wages paid in terms of money are 
Known as Money or Nominal IFogcs'®. 

The labourer does not value money for its own 
sake. What is of real importance to him are the 
necessaries, comforts and luxuries which he can pur- 
chase with the money wages he receives. Again, he 

9. See A. C. Pigou, EeonOTii'jo/ irel/arf 

It tiB* been BMUtned in ihU discusMon thtl the expenditure of the 
labourer Will he wise, if wagesiocreave the standard of liTing and with it 
•iie efficiency, it has been anumed, will go up It is true that at limes 
IsbouTers indulge in foolish espeoditnre os well The I>est way to check 
■t IS (I) to increase wages in some veiled form, as for example, giving them 
A quality wheat at the price of B quality, or (2) to make this increment very 
r*d>ial this increase should of course be accompanied with a propaganda 
in favour of wise expenditure. 

10. Some writers define iDOuey wages as wages txpftU'd in terms 
of money. This language is faulty leading to fallacious concept If the entire 
sral wages are evaluated or expressed Wn money, they will not probably 
he called money wages. The point Is debatable anyway. 
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also attaches substantial importance to other kinds of 
payments, concessions and incidental advantages which 
he gets in addition to money wages. For instance, a 
domestic servant may get free lodging, old clothes and 
shoes, rnam on festivals and free trips with his master. 
A mill worker may similarly obtain mill products at 
concession rates, free reading room, free games etc. 
The necessaries, comforts and luxuries which can be pur- 
chased with the money wa^es, or other kinds of payment, 
together with concessions and advantages incidental to the 
service, c(^stilule the real wages^J, 



Figure illuftrsting nomioal aod real wages. 


Labourers are not so much concerned with 
the money wage as with real wage. Wages in a 
village may be only Rs. 5 per month and those 
in a town, Rs. 7 per month; but the prices in the 
town may be much higher than those in villages, so 
that the real wages in the village may be higher than 
those in the town. When a labourer has to choose 
between two services, he takes into account, not the 
money wages, but the real wages. It is, therefore, 

11, Money wiges refer to tlie content oF the pay.envelope, to the 
number oF doIUrs the wage^smr reeeires. By real wage* ia meant not 
the Dumber of dollars, but tbe amount of purcbasing power received.—'] F- 
Turner. Inlraiuctim io Ecanamiew, p. 4^ 
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important to know what considerations enable us to 
assess the real wages. 

Factors Effecting Real Wages 

(1) The Purchasing Pother of Money — The most 
important factor determining real wages is the purchas- 
ing power of money. At some place general prices 
are very low so that the purchasing power of money 
is fairly high; at others, on the contrary, prices are 
very high so that the purchasing power of money is 
very low. If the wages are, more or less, the same at 
all such places, labourers will prefer the former class 
of localities to the latter, ^or instance, m a village 
agricultural commodities, which are the things mostly 
cnlering into the consumption of labourers, are very 
cheap: in a neighbouring town, like Allahabad, they 
are higher; while m a tluckly populated industrial town, 
like Bombay and Calcutta, they are higher still. This 
Is an important reason why wages are generally low 
in villages, higher in neighbouring towns and highest in 
the industrial centres’*. 

(2) Ineidenlal Besides money wa* 

ges, wage earners may en)oy various concessions and 
privileges. Agricultural labourers get cheap or free 
milk, mallha, and cottage. The manager of a bank 
gets a free bungalow. Teachers and Government 
servants receive provident fund or pensions. Railway 
servants get free travelling tickets. All such incidental 
advantages determine real wages. 

(3) Period and Cost of Training — Real wages 
also depend upon the period and cost of the training 
received by the labourer* There are some unskilled 
occupations which require no training whatsoever: 
for example, the digging of earth or the lifting of 

J bricks. Anybody can become an unskilled labourer 
without any training. There are other occupations 
which require some training involving little expenses 
and time, c.g., the work of motor-driving. There are 

12. I( nominal wages are the same at Jifferent periods, real wages 
are highest at that period when prices are lowest -Crew. Economies /or 

Comrurctal SluJsnti. p. 93. 
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still other occupations requiring fairly lengthy period of 
expensive training, e.g., medical profession. These 
considerations must be taken into account in finding 
out real wages. If a motor-driver gets Rs. 30 per 
month and a graduate teacher Rs. 35 per month, the 
real wages of the latter are definitely lower than those 
of the former. 

{4) Trade Expenses — In the course of carrying 
on one’s occupation, one has sometimes to incur cer- 
tain expenses. For instance, a college professor has 
to engage a conveyance for going to the college and to 
spend money on books and magazines. A lawyer, 
similarly, has to hire a conveyance, keep a clerk and 
pay to the lawyer's association. All such trade ex- 
penses must be deducted from money wages in order 
to find out the real wages accurately, 

(5) The Nature of Emphymenf — Besides trade 
expenses, the nature of the work is also important. 
Some occupations are very exhausting (e. g., black* 
smithy) and reduce the working life of the labourers. 
Others are dangerous (c. g.. lead-working) end shorten 
the earning period. Then there are some occupations 
which are definitely dirty and abhorring, e,g., the work 
of a sweeper or of a butcher. All such factors must 
be taken into account while determining real wages- 
As compared to such occupations, there are other 
lines of work which arc definitely pleasant and afford 
much happiness, e.g,. the work of a teacher or of an 
artist. This pleasantness increases real wages just 
as exhaustiveness, danger and dirtiness decrease it. 

(6) The Length of the Working Day — Besides 
the nature of the occupation, the number of hours 
worked per day and the number of holidays also 
affect real wages. The difference becomes important 
when we compare the case of a bank manager who 
has to go to his bank at 9 A. M. and to come back 
at 6 or 7 P. M. with few holidays, with a college pro- 
fessor who has to take only a few periods per week 
and gets substantial holidays. 

(7) The Regularity of Employment — The regula- 
rity of the employment is abo an important considera* 
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lion. Some occupations are merely temporary, for 
instance, a carpenter may be employed at a particular 
place for a week or so but thereafter he may be 
dismissed and remain unemployed for a fairly long 
period. Similarly, sugar factories work only during 
winter and almost the entire staff is suspended during 
the off-season. The irregularity of employment re- 
duces real %yages. 

(8) Extra fiarnings— The real wages of an 
occupation also depend upon the possibility of supple- 
menting the income through other sources. For 
instance, a bank clerk may work as an insurance 
agent in extra time. A lecturer may become an 
examiner. Write hooks or take private tuitions. Such 
opportunities enhance real wages. 

(9) Employment to Dependents— The real wages 
increase still further, if opportunities of employment 
of the various members of the family of the employed 
are great- fn some of the mdustnol centres the 
grown up boys and wives of labourers can easily find 
work, while in some other places this advantage is 
not available. 

(10) Prospects Of Success— Real wages are also 
affected by the possibility of getting a lift or of recei- 
ving higher wages in future. One may refuse a job 
promising high wages in the beginning but no rise later 
on, in preference to another job offering low wages 
in the initial stage but with fair chances of promotion 
later on. 

§ 5 . NOMINAL AND REAL COST OF LABOUR 

Just as labourers discriminate between one occu- 
pation and another by - comparing nominal and real 
Wages, similarly employers discriminate between one 
labourer and another by comparing nominal and real 
cost of the worker. The wages paid to a labourer 
constitute his nominal or money cost to the employer 
while his productivity IS his real cost. If two spinners 
are employed at 8 annas per day and one spins 800 
yards of yarns while another spins only 400 yards, 
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the nominal cost of both is the same but the real 
cost of the first labourer is just half of that of the 
former. 

High Wages Are Cheap Wages 

The prevailing notion amongst many Indian 
employers is that it is economical to employ a low 
paid man. But the policy of depressing the labourer's 
standard of living through low wages stands conde- 
mned from the point of view of employers. American 
labour IS in many industries the cheapest labour in the 
world because it is the best paid. High wages make 
possible a high standard of living. The high standard 
makes the labour intelligent, hopeful and full of charac- 
ter as well as more efficient physically The increase 
in efficiency is. up to a point, more than proportionate 
to an increase m wages. Let us take an illustration. 
In the above instance, if the employer gives twelve 
annas a day to the labourer who spins 400 yards a 
day and eighteen annas to him who spins 800 yards 
daily, then seeing the wages alone, the former is the 
cheaper man; but m fact, the latter is moreeconomical. 
The cost of spinning per hundred yards of yarn m 
the case of the first labourer is ~ 3 annas; while 
in the latter case It IS only-^*^ = 2annas3pies. Thus 
money cost or wages may be high but real labour 
cost may be low. 

Low Wages Are Dear Wages 

In the above example, the cost of labour is 
higher in the case of the worker who receives low 
wages. Low wages are, therefore, dear wages. Emp- 
loyers have now begun to realise that low wages are 
not economical or profitable to them. If the wages 
are very low, the standard of living of the worker is 
unduly depressed and his productivity decreases more 
than proportionately. Intelligent employers now aim 
at paying "efficiency wages” which might be sufficient 

13. Ely •nd Wicker, Elemtnlary PrtnetpUt tj Econmtci, p, 269. 
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to keep the labourers efficient and their productivity 

high’^. 

Long Hours Are Unprofitable 

Some employers have the wrong notion that 
if they can make labourers work for long periods, they 
will be able to extract from them more work and 
their cost of production will go down. In fact, unduly 
long periods of work use up the vitality of the 
labourer so rapidly that his efficiency decreases 
more than proportionately with the result that he 
becomes costl}’. It has been found by experiment that 
if the number of hours are reduced up io a certain point, 
labourers produce more during the short time that they 
work than what they formerly did in the long period. 
Of course, if the working hours are reduced beyond 
that point, productivity will certainly go down. 

§ 6. METHODS OF WAGE PAYMENT 

The method of the payment of wages is as impor- 
tant as the amount paid. If the method of wage 
payment is very oppressive, even high nominal wages 
may not be very advantageous to labourers. There 
are two important methods of paying wages. The 
most frequent and important is the payment of time 
Wages, i.e.. wages paid according to a unit of time- 
daily, weekly, monthly or annually. This method is 
not found most suitable m all cases and wages are* 
sometimes paid according to the unit, or piece of work 
completed by him. The wages paid according to the 
latter method are known as piece wa^es. We shall dis- 
cuss below the advantages and disadvantages of each 
of them. 

14. Cheap latour IS verr likety to be inefficient, while a good man. 
the saying goes, is always worlb bia wages. The real value o f labour to 
the employer depends entirety on ita efficiency. IF by giving his men shorter 
hours, better wages, or better conditions of labour in any way. an employer 
finds that their efficiency is tnereased, then be may find it to his interest to 
do so. The increased product due to tbe greater efficiency of their labour 
may more than recompense the employer for the extra wages paid. This 
argument is the real {ustification of the efforts of trade unions to improve 
the position of the working man— Todd. PoHlical FecTtomy for FgyflMn 
Siudtnti, p, 64. 
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Advantages and Disadvantages of Time Wages 

The great merits of time wages can be appreciated 
by the fact that this system is most_extensively__used. 
The system of time wages ensures regularity of employ- 
ment. If the labourer falls ill for a few days, or if 
the factory stops working due to the breakdown of 
machinery or shortage of raw materials, no deduction 
IS made from the salary of a labourer paid on. say. 
monthly basis, Again, it preserves the physique of Workers 
by giving them no urge for _oyer*straining themselves 
and thus ruining their health. Where delicacy and 
perfection of workmanship are paramount considerations, 
this IS the best method of wage payment since it 
gives no stimulus to hurried or "scamped” work. 
Moreover, where the amount of work cannot he measured, 
e the work of a supervisor or manager, this system 
IS best of alli 

The system of time wages has many short- 
comings as well. Its one great defect is that it does 
not give any incentive to labourers for working. more 
efficiently. On the other hand, they are sure of a 
definite remuneration and as such become slack. For 
this reason, proper supervision has to be kept over 
them, which increases the overhead charges. Again, 
this system makes the discrimination between an 
efficient and an inefficient worker difficult. Efficient 
workers are paid less in proportion to their efficiency, 
as compared to inefficient workers. 

Advantages and Disadvantages oF Piece Wages 

> This system is fair and just. The wage earner 

' receives remuneration for the actual work he does. 

* The employer also gets full return for the wages he 
gives. Secondly, the greater is the quantity of work 
done by a labourer, the more are his earnings. Under 
this system, then, there is an urge to increase produc- 
tion: each worker gets more than what he hoped 
otherwise to: and efficiency is automatically rewarded ^ 
and inefficiency punished. The cost of supervision 
is also reduced to the minimum. 
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This system, however, suffers from serious deme- 
rits. Since wages are proportionate to the actual 
work done, labourers usually work very hurriedly and 
over-strain themselves. Their work is. ns a conse- 
quence, poor in quality; besides, their health is 
seriously injured and they become old at a premature 
age. Moreover, if the labourer falls ill he does not 
gel remuneration for the period of his absence from 
the factory, which is a matter of special hardship to 
him, living as he does from hand to mouth. Further, 

It creates jealousy and competition among workers. 
Scope of these Methods 

Too much emphasis should not Ee laid on the real 
differences between these two methods of wage payment. 
At bottom, both the methods have intimate relation- 
sfiip with each other. Piece wages are always fixed • 
on the basis of the lime required for the performance 
of the particular work in question. Similarly, time 
wages are fixed after a careful consideration of the 
work which can be done during a certain time. "Presum- 
ably employer endeavours to get the same amount of 
labour for nis money wliichcver method he adopts"*®. 
The primary considerations leading to the preference 
of one system over another are (I) the quality of 
ibe workmanship and (2) the measurability of the 
work performed. If high workmanship is necessary 
or the measurement of the work done is difficult, time 
wages are given; in the opposite case; piece wages are 
paid. Generally speaking, time wages are most widely 
adopted.* ®. 

§ 7. TRADE UNIONS 
Meaning of Trade Unions 

We have seen that the bargaining capacity of na 
individual labourer is very weak. They can successfully 
compete with employers only if they combine 
together and bargain collectively. With this object in 
view labourers organize themselves into labour or 
trade unions. Sydney and Beatrice Webb, authorities 
on tr ade unionism, define a trade union as "a conti- 
15 C\zy, Etonemieajar thfOfffvallltaiitr, p. 297 
16. A very intereiting BCCQUiit of tkeM raelliodii^ to fee found in 
tfie V, S. 4. Ftnal Hfivrt of l)i« Induitriol CornmisJiiJn (1902), pp. 235-736. 
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nuous association of wageorners for the purpose of 
maintaing or improving the conditions of their em* 
ployment^’. 

The functions of a trade union are the following : 
(l)To emphasize the common interest of the labou- 
rers and. by spreading the feeling of brotherhood, to 
foster unity and solidarity among them. (2) To main- 
tain and conserve the advantages and privileges secured 
for the labourers. (3) To make efforts for improving 
their position still further, to fight the cause of the 
worker and to occupy all vantage positions for them. 
Due to this fact, it is called a mihlont organization. The 
chief advantages *for which it fights are an increase 
in wages and a reduction in the hours of work. (4) To 
work as a benefit organization and to provide relief 
to the members at the time of sickness or accidcn 
and to support them when they are unemployed. Thit 
function gives u the designation of a minUlrant cssocii 
aWon. (5) To increase the efficiency of labourers- 
through public health campaigns, literacy propaganda 
and otherwise. ^ 

Trade Unions In India < 

Trade unions of the western variety were horn 
m India for the first time during the ISSO’s. But the 
real beginning of the movement was made in 1918. 
During that year prices rose considerably while wages 
lagged behind; and political unrest joined hands with 
labour discontent. Mr. B. P. Wadia in Madras and 
Lala Lajpat Rai in the Punjab started some trade 
unions. The movement slowly spread from Madras to 
Bombay which now is its real home. Labourers 
received much sympathy from the public and public 
bodies like the Indian National Congress, the Home 
Rule League and the Muslim League. In 1923, how- 
ever, conditions of labourers improved. In the early 
stage of the trade union movement, it is the tie of 
common financial distress that bolds labourers together 
and as this tie became loose, the movement lost its 
vigour and vitality, 

)7. The Trad* Unic** a en organiMlicn designed to pul up llie 
seller of labour on an equality wrth the buyer ae regarda bargaining 

•trengtb — Clay. op. Otl., p. 306, 
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These early trade unions were merely strike 
committees, set up temporarily for the immediate 
purpose in hand and dissolved as soon as the obiect 
was achieved or could not possibly be achieved. But 
the Trade Unions Act of 1926. which is a landmark 
in the history of Indian trade unionism, changed all 
this. Prior to this Act, there was no special trade 
union legislation. The old conspiracy principles of 
the common law were applied to labour combinations 
with fatal rigour. The 1926 Act conferred many 
privileges upon registered trade unions. It was 
provided that any act m furtherance of trade disputes 
on the part of trade unions or anybody else was not 
legally punishable. It placed the movement on a firm 
footing in India, 

It has been a source of considerable strength 
and stimulus to the labour movement and is its best 
asset. Apart from it. the AlMndia Trade Union 
Congress, which is functioning since 1920, has been 
the centre of unity in policy and action. In 1929, a 
serious split took place m the Congress camp and it 
was divided into the communist group, the liberal 
group and others. In 1935 some differences were 
levelled up and there arose two groups, namely, the 
All India Trade Unions Congress and the National 
Trade Unions Federation. In 1938, the differences 
were completely patched up and the former unity was 
restored. The existence of the International Labour 
Office bns also been a very potent factor m strengthen- 
ing this movement which has now been definitely 
linked to the world labour movement through this 
institution. 

At present there are about 200 trade unions 
registered under the Trade Union's Act of 1926 
and have a membership of about two lacs of 
u'orkers. Women workers have so far kept aloof 
from the movement, only two percent of the member- 
ship being constituted by them. Trade unionism has 
achieved much success amongst railway and postal 
employees. It is comparaU\ely weak in the case of tex- 
tile and mine workers. The unions are firmly ferdera- 
led together by the AlMndia Trade Unions Congress. 
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DifFicultles oF Trade Unionism in India 

Trade unionism has not, however, made any 
substantial headway in this country and its rate of 
progress is very slow. The following are some of 
the difficulties of the movement hindering its rapid 
growth : — 

(2) The Migratory Character of Indian Labour — 
Industrial labourers in India do not depend upon factory 
work only. On the other hand, they come to work in 
them only during the off season and go back to their 
fields when agricultural operations begin. Because of 
their temporary stay in factories, they fail to take 
an abiding interest in trade unions which cannot, 
therefore, be easily organised on a permanent basis. 

(2) Heterogenous Character of Indian Labour— 'The 
labour force of our industrial centres is constituted by 
labourers drawn from different provinces, different 
castes and different religions. They speak different 
languages and have different customs and modes of 
living. Consequently, they cannot mix freely with 
each other and the bond of unity is often weak. 

(5) Lack of Discipline— Indian Labourers are 
not used to party discipline. They often find the 
rules and regulations of trade unions irksome and the 
subjection to them, an uncalled for bondage. 

(4) Poverty of Indian Labourers— ^ue labourers 
are very poor and cannot easily pay the membership 
fee of trade unions. Consequently, many of them 
do not join the unions and even if they do join them, 
they commit defaults in regular payment when their 
names are struck off the register. 

(5) Illiteracy — Labourers, being illiterate, fail 
to appreciate the real purport of trade unionism. They 
do not understand that by combining themselves, 
they can offer collective resistance against the emplo- 
yers and secure advantages which they would never 
be able to obtain individually. 

(6) Lack Of Labour Leaders — Labourers do not 
have their own leaders. Usually politicians assume 
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the role of labour leaders when it is» politically advisable 
to stir labour discontent, and withdraw as soon as 
the political necessity loses force or the political move- 
ment languishes. However, some sustained and 
regular work is done by them and also by lawyers who 
also become labour leaders. As leaders they arc not 
as useful as labourers themselves in that capacity. 

(7) Opposition Of Employers and Supervisors — 
Employers oppose trade unionism m various ways and 
because of their strong bargaining capacity, they 
often become successful. Again, the supervisors and 
bosses who supervise and employ labourers can 
exercise their authority easily when labour is dis- 
organized. Hence they offer resistance to labour 
combinations. 

In course of time, however, as these hindrances 
weaken, trade unionism will gather force in our 
country. Meanwhile attempts must be made to put 
the movement on a strong footing and to direct it 
into the right channel from the very beginning. 

§ S. WAGES IN INDIA 

Wages in India are very low and the standard 
of living of labourers and their efficiency are poor as 
a consequence. The rate of wages in rural tracts is 
lower than that in towns and cities. This is partly 
ascribable to the fact that (he purchasing power of 
money in villages is higher than what it is in cities 
and towns. But the difference is wider than what 
such considerations suggest. The reason is that in 
rural areas, wages are fixed not so much by competi- 
tion as by custom. In so far as competition has 
any influence on wages, it is towards tbeir decrease, 
for the supply of labour, more often than not, is 
greater than the demand for it. In cities, on the other 
hand, competition plays an important role in the ^vage 
determination and the scarcity of labour favours the 
workers. Graduailv, as competition is coming into 
prominence, the difference in nominal wages in rural 
and urban areas is coming nearer to the difference 
in real wages. 
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The general rate of wages has a tendency to 
increase for a variety of reasons. Practical experi- 
ments conducted in India and elsewhere have shown 
that low wages are dear wages. It is profitable to 
pay high wages since the increased payment brings 
more than proportionate reward in the shape of 
increased productivity of labourers. Labourers them- 
selves have begun to realise, though at present nomi- 
nally, that if they become more efficient, their wages 
will increase. Moreover, the trade union movement 
is gathering strength slowly but steadily and has 
succeeded in many cases in securing a rise in wages. 
The work of International Labour Office has also 
done much to improve the lot of Indian labourers. 
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of its productivity to its owner, as a reward of his* 
abstinence^. 

The Problem of Interest 

The problem of interest is divisible into three 
broad questions — 

(1) Should interest be paid on moral and ethical 
grounds ? 

(2) Why 13 interest paid and charged ? This 
differs from the first question inasmuch as this is a 
purely economic issue while the preceding one is 
mainly moral and ethical. 

(3) How IS the rate of interest determined ? 

Of all these questions, the last one is the most 
important and will be discussed m § 2. The first two 
questions are dealt with below. 

1. Should Interest be Paid ^ 

The question of the ethical justification or 
impropriety of charging interest is mainly a moral one: 
and economists are not directly interested m it. But, 
like all the ethical problems, it has an economic 
aspect and is, therefore, discussed below. 

2. Interest is the income which espiu! returns to its owner whether 
he lends it or employs it himself io his own business. There tre three 
forms in which this income msy be returned In the first piece, it »>•/ 
come as payment for the loan o f » g e oerni fund of w ealth Such a loan 
usually takes the form of money or aoroe aubstitule for money, such as a 
credit lasCrument In the second place, the capitalists income may he 
received for the loan of certain apeoific pieceaof capital aueh as building and 
machinery, and in the third place, it may be secured from the use of capital 
in his own business 

Id popular language, only the first form of the capitalists* Income is 
invariably called interest. The second U called either rent or interest, and 
the third either profits or interest. But since they are all alike in being 
derived from the ownership of capital, economists have j;enerally chosen to 
call them all by one name, aod have eboaen intereat aa that name, reserving 
the word "rent" for the income derived from the ownership of land, and 
“profits”, for an income which baa been variously described, but which 
usually has tome connection with the peculiar function of the independent 

business man himself rather than with that of his land or capitaL— Carveri 
Wsiriioffimo/tosallA, pp 213 2H 
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The Condemnalion of Inieresi in Ancient Times— ^ 
In ancient and mediaeval times interest %vas generally 
condemned. TKe church forbade the lending of money 
on interest. Plato looked down upon usury and 
Aristotle criticised it m unmistakable terms giving the 
progeny the celebrated phrase “Money is barren, it 
cannot breed money”. The Islamic religion also 
prohibited it strictly. The reasons for this universal 
deprecation of interest was that in those days the 
society had not much developed industrially and 
commercially. Money was generally borrowed m 
times of want, distress and prodigality. As such, 
(1) lenders could easily oppress the borrowers by 
charging exorbitant rales which often ruined the 
borrowers; and (2) since capital was not put to pro- 
ductive purposes, the fallacy that capital could not 
"breed money” and the charging of interest was there- 
fore unjust, could arise even m a mighty mind like that 
of Aristotle. Due to these reasons interest was con- 
demned. This prohibition w.is also partly due to the 
fact that most of the moneylenders in Europe were 
Jews, who were non-Chnstians and were an eye-sore 
to Christians. 

It is significant to note that the code of Manu 
in India did not forbid interest. It shows that Manu 
and other ancient thinkers of this country were inte- 
llectually supreme and considered the problems in all 
their aspects. It was also due to the fact that India 
was ind,ustriBlly and commercially an advanced nation 
In those times and the productivity of capital was 
xvell appreciated®. 

The Modern JusUjicaiion — Slowly the world emer- 
ged from the industrial and commerical backwardness. 
Inventions in various spheres gave an entirely new 
outlook to the people. Manufacturing machinery 
multiplied. The network of the means of transport 
and communication began to spread rapidly. Trade, 
national and international, increased by leaps and 
bounds. The productive nature of capital asserted 

3. Fof • Tcry lucid account of l1>e ecrly hi«lQry of intereil. see 
trying Fisher. TK» P.tU ef InUrtti, pp. 4 7. Also Dr. A. S. Cour. 
riis-'ory nod Ilu Z.o!0 e/ fnirrssl. 
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itself with unmUtakahle prominence. It began to be 
realised that since capital brings financial benefits to 
the borrower, it is only fair that he should give a part 
of that benefit to its owner. It was also felt that 
saving involves the postponement of present consump- 
tion on the part of the capitalists, a sort of pain which 
will not be deliberately borne unless rewarded. These 
considerations made the old prohibition against 
taking interest, obscure and today it has become a 
thing of the past. This change vividly brings before 
our mind how does Economics influence Ethics. 

Interest And Usury — Though interest is generally 
justified (except by socialists), usury is usually looked 
down upon. Usury differs from interest in the sense 
that it exceeds the latter and is, therefore, unjust. » It 
may be described as exorbitant or excessive interest*. 
It may well be likened to rack-renting. Under special 
circumstances, a landlord can charge rent higher than 
economic rent; such an action is called rack-renting. 
Under similar circuftistances. a capitalist can charge 
more than the proper rate of interest; such excessive 
interest is called usury. Usury is deprecated ethically, 
condemned socially and often prohibited legally*. 

II. Why is Interest Paid and Charged ? 

We shall now discuss the economic conditions 
which make the borrower pay and the lender charge 
interest. 

The borrower pays interest because be knows 
that capital is productive and out of its productivity 
he can pay a sum in the shape of interest to the 
capitalist. For instance, an ordinary cap-maker in a 
village, working without a sewing machine may be 
earning Rs. 10 a month. He knows that if he has 

4. The term *inu»y‘, •» eoDlra dutiojuished from ioterest proper, 
sigoifies interest nt s rate fiiglser then tb«l Lmiled hj law as Jegally 
eligible— Dr. A. S. Gour, T7i» 13u‘«ni end Law o] Inleresl, p. l55. 

5. The eiacl rate of intereil..—. is determmed hy supply ■"'1 
demand .....hut clearly the lender mnSt not extort a rate of interest greater 
than that which it 5s fair and leasennUo W demand. In certain eases the 
«w of the Und steps in to control the rates at svhich money may he 

lent— Crump, A {if ft Book of E'anatmeM, p. 99. 
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a sewing machine, he can make more caps and earn, 
say, Rs, 20 per month. The produclivjty of the 
machine, then, is Rs. 10 per month. Now. if he is 
offered sufficient money to purchase a sewing machine 
on the payment of of Rs. 5 per month as interest, he 
will readily agree to the transaction. He will have to 
pay only a part of the productivity of machine as 
interest, the remainder being left with him. The 
second consideration which forces him to pay interest 
is the fact that the capitalist saves capital painfully. 
He postpones the satisfaction of many present 
wants and by stinting the present pleasure, saves 
capital. Not only this; he himself does not use capi- 
tal productivity, but foregoes that privilege in favour 
of the borrower. For this abstinence or sacrifice, 
he must be rewarded. Unless this reward is forth- 
coming. he will not supply capital. That is why 
the borrower consents to pay interest. The product!* 
vity of capital enables the borrower, and the absti* 
nence or sacrifice involved m its supply compels him, 
to pay interest®. 

These considerations also work in the minds 
of the capitalist and make him charge interest. Firstly 
he knows that capital is productive: hence if he does 
not derive the benefit of its productivity himself and 
gives this privilege to somebody else, he must get a 
fraction of that benefit. Secondly, he wants some 
reward for the abstinence or sacrifice he has to put 
up in supplying capital. 


6. U vre appcsl to the common consciousnett to lay what it ia that 
capital doc*, or forhears to do that it iKoold receive interest, we shall 
probaVIy get two answer*. Ono will be that the owner of capital contri- 
bute* • valuable element to prodiicboji the other, thtt he ahataiDS from 
using his wealth in his own immediate consumption On one or other of 
theie grounds, the capitalist is said to deserve a remuneration, and this 
remuneration is obtained by him in the shape of interest. The first contn. 
bution IS poeitive—that capital does semethiog the other negative— that the 
capitalist ahslsins from doing aomethuig In the one case interest is a pay- 
ment for a tool, in the other, a recompense for a sacrifice. The first answer 
is the basis of the Productivity theories and of the Use theories: the second 
is tbs bsfis of the Abstinence iheory— ^ee Smart’s Preface to tbe Translation 
of Bohn Cawerlc, Copilat a’ld In:«rfi!,pp, Vll-XVIl- 
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The reasons, then, why. interest is paid and 
charged are the pro<^ucWyi/y of capt^a^ anc^ the abstinence or 
sacrifice -involved in its supply. 

§ 2. THEORY OF INTEREST 

We shall now discuss how the rate of interest 
IS determined. This question has occupied the atten- 
tion of economists from very early times and various 
theories of interest have been propounded. The most 
important of these theories are (1) The Productivity 
Theory, (ii) The Abstinence Theory and (lii) The 
Austrian Theory. These theories contain some truth 
but do not discuss the problem in its entirety and 
•with perfect accuracy. Often they throw light only 
on one aspect of the problem. They have, therefore, 
been substituted by the Modem or the Demand and 
Supply. Theory of Interest, which is considered to 
be the best available explanation of the way in which 
interest is determined. According to it,, interest is 
determined by the demand for and the supply of capi- 
tal. It IS the point of equilibrium at which the 
demand for capital is equal to its supply, 

I. Demand For Capital 

Demand for capital comes from those^ who 
want to use it productively, eg., traders, manufactu- 
rers. and agriculturists. Sometimes Government 
also borrow money for the construction of productive 
works like hydro-electric projects, means or transport 
and communication, etc. 

A producer demands capita! because it is pro- 
ductive; and, other things remaining the same, the 
productivity of each successive unit (or marginal 
productivity of capital) goes on diminishing til] a point 
is reached at which the productivity of the last unit 
of capital is equal to the interest he is required to pay 
for it. The employer will stop at this point and will 
not demand capital any move. The last unit of capital 
is called /ina? tini/ because It is the last unit which a 
capitalist can, or will, employ. It is also called 
marginal vnil because it is on the margin of employ- 
ment or rejection; the employer may use this unit or 
may not use it. The productivity of this marginal 
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or final unit of capital is known as final or marginal 
protiacUvUy of capital^. 

The maximum that the borrower will pay tor 
the marginal unit of capital is its productivity he will 
not pay more than that. And since each unit of 
capital is interchangeable with any of the other units, 
he will pay the same for the latter as well. It follows, 
therefore, that the marginal productivity determines 
the maximum that the producer is willing to pay for 
the use of capital.® 


7. The working of of productivity n 

cpiol might he illustrsted by meant of the following diagram • 



Lei the amount of capital be meatored along the horizontal line AC, 
and let the produetivicy of capilal he measured along the perpendicular line 
AE, and let the d«»cending hae CC represent the rate of decrease in the 
margioal productivity of capital If the amount of capital Were measured by 
AD. the margins] producirviiy would be measured by the line BD or AF. 
if the amount of Capital were measured by AO', the marginal productivity 
would. Qlher thingi remaining equaL be measured by the line B'O’ or A'F'; 
sod when the amount of capital equals AD*. inargina) productivity would 
be equal to B*D" or AF". If capital went on increasing to AC, the marginal 
productivity of Capital will be destroyed altogetber — Carver, op eU . pp 223 

8 Money demanded for non productive purposes cannot, according 
to our definition of capital, be included under this term. But non-productive 
demand IS siroiUr to the demand for ptoduetive purposes and, therefore, 
exercises an influence on the determination of interest on capital. It is, 1 
believe, for this reason that tome economists add the non productive demand 
to the productive demand in order to arrive at the total demand It should 
be remembered, however, that in the case of capital used productivelv, it is 
the marginal producJtriiy which deUrmines the maximum limit of the rate 
of intereit. But in the ease of wealth borrowed for non productive purposes. 
It isthe marpinal ujiVy which Jetermioea this maximum. This difference 
does not appear to me very important tn this context, and the above method 
of treatment may be followed. 
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2. Supply of Capital 

The supply of capital involves abstinence or 
sacrifice and unless a reward for it is forthcoming, 
capitalists will not supply capital. The money measure 
of the abstinence or sacrifice involved in supplying 
capital IS, then, the minimun below which interest 
cannot fall. > It may be called the cost of production 
of capital; and just as the cost of production of a 
commodity determines the minimum limit of its price, 
similarly the cost of production of capital deter- 
mines the lowest limit to which the rate of interest 
can fall. 

Determination of the Rate of interest 

Between these two limits, the maximum as 
determined by the marginal productivity of capita! and 
the minimum as fixed by the abstinence or sacrifice 
involved in the supply of capital, the rate of interest 
IS determined accorSmg to the relative forces of 
demand and supply by mutual bargaining and higgling 
of borrowers and lenders. In new countries wliere 
men happen to be progressing economically, the 
demand for capital is great: so the rate of interest is 
high. As communities grow and advance, capital 
increases and is more than enough to meet even incre* 
ased demand: so the rate of interest falls^. 

§ 3 NET AND GROSS INTEREST 

Meaning 

The payment made exclusively for the use of 
capital, is called net interest. It may by variously 

( defined as the income derived from capital invested in 
channels free from risk, inconvenience and manage- 
ment duties. What the borrower actually pays to 
the capitalist for the use of his capital is known as 
gross interest^°. The payment so made includes, besides 
net interest, anv or all of the following factors : — * 

9. Cornah. Stmflt EiTtamirt, pp 21 25 

10. Crois Inteiest ii whal mean by interest in orJinary lallt, the 
wboW amount tbat a boreovfee b»e topay, wbale T»el mleretl is that portion 
of the gross interest which is paid aunply for Use use of capital— MorelanJ. 

Inircdueixm to Economic, p. 252. 
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(/) /nsurcnce Against Risi— When a man en* 
trusts his capital to somebody else for some time, he 
incurs the risk of its loss as a result of the inability 
or unwillingness of the borrower to pay back his debt. 
To cover this risk he makes some charge which is 
added to the net interest. 

The risk is of two kinds .• (a) Business Risk. 
The business followed by the borrower may be safe 
or risky. For instance, the work of a publisher is 
not so risky as that of a speculator. As such the 
charge made for the risk by the lender of capital will 
be greater in the latter case than in the former. Thei 
risk attached to the business of the borrower deter*! 
mines his ahiJily to pay. (b) Personal Risk, A man 
be able to pay but may not be willing to do so. 
He may be of dishonest intentions. The gross rate of 
interest charged from such man will be naturally high. 
It will be low in case of the boirower who is famous 
for his integrity and who takes pnde in paying off 
the debt as readily as possible. 

(2) Remunera/ion/or /nconecnicnces— Some invest-i 
ments of capital involve many inconveniences. Ini 
some cases money is payable at any moment, maybe 
at the time when the borrower has no other source 
of investment; in others, it may be payable only 
after a very long period. Again, investment 
may he made only in large nmnun ts- For example, 
in the shares of Reserve Bank, the value of each 
of which is one hundered rupees; or, it may be made 
in small amounts, like the deposits in savings bank 
account. The capitalist charges something for such 
inconveniences. An ideal investment is one where! 
money may be invested at any time and in any 
amount and withdrawn whenever desired, Suchanl 
investment involves no inconvenience and no remune* 
ration is charged for it. 

(3) Remuneraiion for MonagemenI — The lender 
has to spend money and energy in the management! 
of investment. He has to discover the likely borrow- 
ers and carefully consider the safety of the loan 
made to them. He has to settle the rate of interest 
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with them. The necessaiy legal formalities have to 
, be undergone. Proper accounts have to be maintain- 
ed. The borrowers do not pay punctually and 
reminders have to be sent constantly till the debt is 
cleared off. For this management, a charge is made 
in the shape of an addition to the net interest. In 
our rural areas the small debts made by mahajans, 
palharjs and hahulies involve much labour and manage- 
ment. Repayment is arranged in small instalments 
and for the collection of each instalment, villagers 
have to be approached several times. This is 
one reason why the rate of interest is so high 
there. 

Variations in Gross Interest 

Generally speaking, the net rale of interest is 
more or less the same everywhere: competition among • 
borrowers and lenders tends to reduce it to the same 
level. But due to variations in the risk involved 
in the loan, inconvenience of investment and the 
labour of management, gross interest (which is called 
interest in everyday speech, though not In Economics) 
differs widely. Investment in Goverment securities 
is quite safe, is not inconvenient and does not involve 
any labour of management. It is, in fact, the nearest 
approach to the net interest in practical life. The 
rate of interest payable by strong and well-known 
banks is also sufficiently low. The interest which 
a city business man or manufacturer pays is more than 
that paid by the Government in proportion to the 
risk, inconveniences and managerial duties involved. 
When wc come to rural areas, we find even higher 
rates of interest. This is partly due to the fact that 
the loan given to the agriculturist is very risky. In 
spite of his sincerity, he might not be in a position to 
repay the loan. It is the experience of money-lenders 
that once the loan is given to the cultivators it is 
repaid very gradually. Moreover, the inconveniences of 
such a loan are also great, there being no definiteness 
about the duration, amount, or repayment of the loan. 
Finally, the labour of management, as seen above. Is 
also tremendous. 
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Rales of interest aho vary from country to country. 
This is due to the international immobility of capital. 
Investors in foreign countries have the fear that if the 
foreign debtor does not pay, the trouble and expenses 
of taking legal action against him will be huge. More- 
over, foreign courts may not be just to him always 
and in all cases. Finally, if international hostilities 
break out, foreign capital may be forfeited entirely— 
even the Government loans are repudiated in such 
case. These causes, together with those discussed 
above, make for variations in the gross rate of interest 
from country to country. 

§ K THE RELATION OF INTEREST TO PROGRESS 
AND RENT 

Effects of Progress on the Rate of Interest 

As society progresses socially and economically, 
demand for capital goes on increasing. Firstly, the 
use of machinery extends. Mechanisation and re-me- 
chanization progress cumulati%'ely. Scale of production { 
and of trade becomes large. Huge capital is, therefore, 
demanded. Secondly, the modern State tends to 
embark upon increasingly ambitious schemes in the 
interest of its members, which are sometimes financed 
by loans. Finally, much capital is destroyed by wars, 
natural calamilcs etc. and demand for fresh capita! to 
take its place often arises. Though all these causes 
increase the demand for capital, its supply increases 
much more rapidly. Substantial improvements in v 
methods of production and in the efficiency of 
jndu^rial organization increase the amount of wealth 

E reduced per year. Savings become larger as people 
ecome more prud^t to realise the value of keep- 
ing something for the future use. The supply of 
capital thus ^ out-st rips the demand for it with the pro- 
gress of society with the result that the rate of interest 
tends to fall. This has been amply proved by 
the history of interest during the recent past". 

11. S«e A. N. Agirwkla. fniuranM r»iane», 43 d. AniniercitiDg 
objrclive e>iJcnce of a fall m tbe tato of interest it tKe rate aitumeiJ by 
inturtnee eonpanies in their emulation. TKit hat been continually 
feonItnueJ on Faj» 274/ 
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Zero Rate of Interest — Some economists believe 
that tbe tendency of the rate of interest to fall -win go 
on increasing till a stage will be reached when it will 
become zero. It is difficult to agree with this point 
of view. 'This theory substantially means that after 
some time a stage will come when our wants will be 
satisfied and we need not employ any capital for the 
production of wealth. The marginal productivity of 
capitals, in other words, will drop down to zero) But 
human wants, as we know, are innumerable; and as 
soon as one want is satisfied, another arises. So long 
as this continues to be a fact, there will remain 
numerous channels for the profitable employment of 
capital. Again, zero rate of interest can exist when 
people are willing to save without any expectation of 
reward; in other words, when they become so perfectly 
rational as to realise the %'alue of providing something 
for the future use and to feel no pam in saving^ The 
assumption of perfect rationality of human beings is a 
mistake because men are seldom perfect. It is. there- 
fore, wrong to suppose that a stage will arrive when 
the rate of interest will drop down to zero^®. 

Rent and interest 

Interest is the share of national dividend accruing 
to capitalists while rent is the share available to land- 
lords. In short period, both rent and interest are 
similar. Capital cannot be increased in short period; 
neither can be land. This is the reason why income 
^ on capital goods, which are limited in supply in the 
jshort period, is called quasi-rent. It is. however, in the 
long period that the real difference appears. The 
supply of capital can be increased in long period; the 


decImiDg. T{)U» Guslar W. Sautb assumed 41^ inlerest IQ 1675 ia tis Kol't 
fi Lift hnurame, Riegel and Lnmao, 31% in llieir Iniurance PrinfijUs 
end Pra‘ti'-tt (1924). wkile recent wnrla uke 3? iotereet in their calculation*. 
«?.. see Maclean. L«/« Inixiran'S. 

12. Proudhon argued that aiace the rele of inlerest declines as 
ovtUzation advances, its total ahoLbon vras only a question of time This 
Is as good a proposition says Basitat, as this - since the most skilful agrtcul. 
turists are those who have reduced the heads of sheep to the smallest sire, 
we shall arrive at tbe highest agricultural perfection when sheep shall have 
no longer any heads I 
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supply of land, on the other hand, is fixed for ever. 
As such, while the progress of society, which in*' 
creases the demand for capital and land alike, depresses 
interest, it stimulates rent. Moreover, net rate of 
interest is equal everywhere, but rent differs from 
place to place according to differences in fertility or 
accessibility, or both. Finally, rent of a land is the 
excess of its production over that of the marginal or 
no-rent land, but interest is not determined in this way: 
in fact, there is no capital on which no interest is 
paid. 

§ 5. INTEREST IN INDIA 

Rate of interest in India has three mam features • 
(1) It is very high. (2) It vanes from one place to 
another. (3) It changes from season to season. We 
shall study these characteristics in detail. 

High Rates of Interest in India 

In our country, the rates of interest are very 
high as compared to other countries of the world. High 
rates of interest constitute an effective obstacle to 
the industrial and economic development of the 
country. The causes of high rales are the follow- 
ing.— 

(J) Hu^e Demand for Ccpi/o/—India is econo- 
mically little developed but is gradually emerging from 
the state of backwardness. The demand for capital 
is, therefore, huge. Enormous capital is required by 
i ndustrialists f or starting industries like iron and steel, 
cement, match, paper, silk etc. Agriculture also re- 
quires capital for permanent improvements, better 
equipment, and machanisation. The Government also 
float loans for extending hydro-electric works, railways 
and other means of transport and irrigation. The 
demand for capital being so great, other things 
remaining the same, the rate of interest is likely to be 
high. 

(2) Scarcity of Capital — While discussing the 
‘accumulation and supply of capital in our country, 
wc found that the ability and willingness of ourl 
people to save is very weak. Naturally, the supply^ 
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of capital is little as compared to the demand for It. 
The amount of wealth not spent by the masses of 
country is hoarded rather than deposited in some 
bank or used productively and thus converted into 
capital. 

(3) Defective Banking Organization — The bank- 
ing system of the country, which is the connecting 
link betwen borrowers and lenders, is very djsfirga- 
nised and defective. Banks being very few in number, 
difficulties in depositing money and in taking loans 
are great. Again, the lack of various tjpes of banks 
leave many credit requirements unattended. These 
conditions push up the rates of interest. 

(4) Usury — The village mahajan, under the 
circumstances, charges usurious rates of interest. He 
occupies a monopolistic position and has to give 
loans on little, or no, security to persons who 
might not be able to pay in spite of their best inten- 
tions. 


(5) Loans for Consumplton Purposes— Borrowers 
use the money borrowed by them for productive 
and unproductive purposes indiscriminately. Produc* 
tive loans are safe because they produce wealth out 
of which the loan can be paid back. This is not 
the case with non-productivc loans. Hence the 
utilisation of loans for non-productive purposes increa- 
ses rates of interest. 

Local Variations in Interest 

Another important feature of interest in India 
is that the rates of interest differ considerably from 
one place to anotherXpThe difference between the 
rates prevalent in urban and rural areas is specially 
noteworthy.'/'i This is because of the fact that India 
possesses two money markets, urban and rural, 
rather than one. T he urba n money rnarket is well 
organized and here the rates of interest are fairly low 
and uniform. The rural money market, on the 
other hand, is disorganised and here the rates of 
interest are high and varying. 
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Seasonal Variations In the Rates of Interest 

India is an agrtcultural country; and. as js inev- 
itable in an agricultural economy, the demand for 
money increases m particular seasons when crops 
arc harvested and moved but becomes slack as these 
operations come to an end. In India rahi and kharif 
are the two crops. And the months of April and May 
and of October and November are the months when 
the demand for money is very brisk. This period hap- 
pens to coincide with the period during which marriages 
generally take place. This increases the demand 
for money still further. During this pericd, there- 
fore, the rate of interest climb up. But. in other 
months, the demand is less and the rates of interest 
fall. This defect con be removed if the Reserve 
Bank of India pumps money into circulation m the 
busy season and withdraws the same in the slack 
season. But it has hitherto failed to fulfil) this func- 
tion efficiently and seasonal variations stiil continue, 
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PROFITS 

The true rate of profile in large businesses is higher than at first sight 

business ought to be classed under anodier bead before the rale of profits id 
I t IS compared with that in a targe business^ — Marihall 

§ I INTRODUCTORY 

Meaning of Profits 

The share of the nalional dividentj accruing to 
the entrepreneurs is known as profit. Economists 
are not yet agreed as to the constituents of profit 
and the way in which it is determined. Considerable 
difference m opinion exists and makes the subject a 
confusing one to the beginners. We shall, therefore, 
discuss whafappears to us to be the most reasonable 
opinion on the subject. 


Profit a Residuum 


Before proceeding further, let us see how profits 
are found out in practical life. The entrepreneur 

( anticipates the probable future demand and the price 
of the goods he contemplates to produce. On the 
basis of this estimate, he enters into separate con- 
tracts with landlords, capitalists, labourers and orga- 


nizers; and production is commenced. The entrepreneur 
makes payments to the various agents of production 
according to the rates agreed upon. If something is 
left from his income after payments are made to the 
agents concerned, it is his profit. If, on the other 
hand, if his income falls short of the payments he 
makes, he incurs a loss. Profit is only a residualj 
share of the produce of industry. 


/, It should be remembered that profit is a residual 
^ share, not in the sense that rent, interest, wages and 
salaries are determined by certain special laws applica- 
ble to each of them; while any residue left out after 
these payments have been made is called profit, there 
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being no other law governing its determination. In 
fact, profit is also determined by its own la iv. Profit 
is a residuum In the practical sense that ivhat is left 
over after the payment to all the agents of production 
is known as profit’ . 

§ 2. GROSS AND NET PROFITS 

Meaning 

In the popular sense, the word profit is used to 
denote t hp tntn ) tn t»ntrepr (»nt»ur after pay- 

ing rent and interest for the land and capital hired and 
wages and salaries for the labour and organization 
employed. In other words, it is equal to the excess 
of the receipts of a business over the actual expenses 
incurred by the entrepreneur. This profit is knossn 
ns grois profit. 

Net profit is not so extensive a term os gross 
profit. A reward accruing to the entrepreneur for thisi 
risk-taking function and bis bargaining skill is knownr 
as net profit. 

Constituents of Gross Profit 

Gross profit is made up of various constituents 
of which net profit is one. It is, therefore, Instructive 
and interesting to find out its other constituents. The 
various elements which may be included m gross 
profit are glien beloiv : — 

(i) ReiVards to Other Factors of Production Supplied 
by the Entrepreneur Himself — In many businesses, entre- 
preneur himself supplies various factors of production. 
He is not required to make any payment in respect of 
them to any outsider; nor does he, generally speak- 
inp;, himself receive any reward separatelyv This pay- i 
ment is usually merged in the gross profit. In estima- • 
ting net profit, therefore, we should deduct from gross 
profits the rewards to the factors of production, other 
than the enterprize. supplied by the entrepreneur him- 
**e!f. These rewards may' be the following, (i) Rent on 
Lend. The entrepreneur might have supplied land, the 


I. See Carrer, 
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reward for which must be deducted from the gross 
profit, (li) Interest on Capital. Generally speaking, the 
entrepreneur supplies some capital. Unless he risks his 
own capital in the venture^ he may not get much 
capital from others, (m) /Wages for Labour. Some 
times an entrepreneur himself works as a labourer as 
is the case with our cultivators. He then becomes 
entitled to certain wages, (iv) Salarys for Organization. 
Whenever an entrepreneur performs certain manage- 
rial duties, a reward accrues to him, which should be 
deducted from the gross profit m order to arrive at the 
net profit. 

(2) Charges of Maintenance — (i) Depreciation Fund. 
In the second place, some provision has to be made 
for the maintenance of the capital, or its replacement, 
as it IS graduall y u^d up or becomes obso lete due to 
better inventions. This provision is known as depre- 
ciation. Depreciation charges must be deducted from 
gross profit in order to arrive at net profit, as 
depreciation charges are the expenses of business. 

Insurance Charges. Sometimes a careful business 
man sets aside a certain sum of money as a provision 
against possible loss. Something has to he deducted 
from the gross profit in the shape of insurance charges 
before we can arrive at the net profit. 

(3) Extra-Personal Gains — Even after making 
all these deductions our analysis is not complete. 
We have also to deduct the extra-personal gains, i.e., 
gains which are not due to the efficiency, or ability, 
of the entrepreneures : (a) Monopoly Gains. For 
instance, a business may possess certain monopoly 
advantages. He may have an effective control over 
the supply of the article he deals in. In this case 
his profit will increase ^but his own efficiency 
' is not responsible for this increment^ Therefore, 
it has to be subtracted from the gross profit, 
(b) Conjanctural or Chance Gains. Again the occurrence 
of certain unforeseen circumstances may enable a 
business to additional reward. For instance, when 
great personage dies there is an unusual demand 
for mourning goods and traders in the line make 
great profits. Again, if war breaks out dealers 
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!n arms and ammunitions make huge proFits. 
Such gains are extra-personal resulting as they do 
from a favourable conjuncture of circumstances which 
could not have been foreseen. They cannot strictly 
be regarded as pure profits and have to be deducted 
from gross profits. 

(4) Pure or net Profit — When all the above deduc- 
tions have been made from the gross profit the re- 
maining sum I s the net or pure profit. It is the reward 
for two main functions: — (i) Risk-laktng Function. 
An entrepreneur lakes risk on his estimate of future 
price and the extent of the demand. He agrees to 
pay certain remuneration to the various agents of 
production. If he gets a price higher than what 
ne estimates, he makes large profits. If the price 
realised falls short of his expectations, he incurs 
a loss. "That it is the owners of business who 
take the chief risks is clear when we remember 
that they have paid for the labour, capital and 
land before the commodity is finished, often be* 
fore its price can be found and if the commodity 
when made is not wanted and cannot be sold, they 
cannot recover wages, interest and rent expended 
in the production of it*, (ii) Bargaining Si«7/— -While 
employing various agents of production, the entrep- 
reneur trie s to strike ng prnfitnhip .q_ bargain as 
possible. The degree of his success depends upon 
his bargaining skill. The reward for risk-taking 
and the bargaining skill takes the shape of net 
profit*. 


The constituents of gross profit are shown in 
the diagram below : — 


Z Henry CUy. far Ikt Oofiffal /l«a.lar, p. 337. 

3. Tbe buiinen mao i» ciieDtially an enterpriser, an tnlrfpraneur, aa 
he is aometimes technically called. Bjlh terms eigniFy one who undertake* or 
assume* risk* It h the reward of tbia apecial function which, together with ✓ 
the result* o( superior bargaining conititutes the peculiar income of the 
busines* m»n, »uch an income as !* never earned by any one eecept a business 
roan who undertaVearisks — Carver. DialrsWjossn/ HValth. pp. 296-297, 
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Rent oF Interest on Ws{^for Salaries for 

land capital labour. organization. 
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Tho Concept of Net Profit 

According to the obove description, net profit is I 
the reward for the risk undertaken and tlic bargaining 
skillj This IS the viewpoint of Atnencan economists.' 
Older economists had the wrong notion that net 
profit also includes the reward for the capital contrj* 
buted by the entrepreneur himself. In those days, the 
form of business organisation was primitive. One 
man's business and partnerships were the common 
rule. The rish-taUer himself supplied the whole of 
the capital. As such, their idea that on entre- 
preneur must also be capitalist and that net profit 
includes interest w’as not wrong for the times 
they lived in. In these days capital is supplied by cer- 
tain persons while risk is borne by altogether different 
persons. Hence this point of x icw is not correct for our 
own times. F. A. Walker, an American economist, 
was the first man to draw distinction between the 
functions of an entrepreneur and that of n capitalist. 
He showed that an entrepreneur need not supply any 
capital whatsoever, though he generally supplies a 
substantial part of it. This viexv is now accepted by 
everybody, j 

Marshall and his English followers mainlnm thati 
an entrepreneur also docs the work of an organiser and 
his reward for organisation IS included in net profit.! 
This opinion should now be regarded out of date. An 
entrepreneur need not himself do the xvork of an 
organiser. In a typical joint stock company, for ins- 
tance, the function of organization is usually delegated 
to paid managers. It is thoroughly separated from 
entrepreneurs. Consequently, it is necessary to keep 
organization and cntcrprizc ns two different factors of 
producticn^. 

§ 3. HOW PROFIT IS DETERMINED 

Economists arc not agreed ns to how profits arc 
determined. Different opinions have been put forward 

4. I ver; itrongly tniiolBin (Kit logical icDf« makes the separation 
of erganixaiion anJ enterprise mesicablo aii<i eitentisl. The Marshallian view 
Is loo conKrsativa to be spplieabta to moJarn conditions. 
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by different economists. We shall give here what 
appears to us to be the most reasonable explanation 
of the determination of profit. While reading other 
boohs, students will come across different analysis of 
gross profit and different theories of the determination 
of profit. They should not be upset by the diversity 
of opinions. In the elementary stage, they might under- 
stand one explanation and if they are satisfied with 
it, they should stick to it. 

Normal Rate of Profit 

At the outset, it should be made clear that no 
entrepreneur will undertake a risk unless he gets a 
reward for it. In the short period, of course, he may 
incur a loss, but he may still continue to remain in 
the business in the hope that he might make good 
profit in near future. But in the long period, he must 
earn reasonable profit for his risk-taking function end 
bargaining skill. This reasonable profit which is 
essential to persuade the entrepreneur to undertake the 
risk IS known as normal profit, and enters into the ex- 
penses of production. This is an important point and 
should always be borne in mind. 

Determination of Profit 

Profit, as we have seen, depends upon the persona l 
qualities of the entrepreneur . Personal abilities of the 
various entrepreneurs show considerable divergence. 
The abler the entrepreneur, the higher the profit, and 
vice versa, There are some very able entrepreneurs who 
earn magnificient profits. On the other extreme, there 
are those unfortunate employers whose income is just 
sufficient to enable them to meet their expenses 
(including normal profit) and to keep their heads above 
water. “At this point, where success is scarcely better 
than failure, profits are at a minimum; we may, in fact, 

regard such business man as the marginal class of 

entrepreneurs, and from this low point upward we 
measure profits. As the ability, foresight and courage 
of the entrepreneur increase, so does his reward in the 
form of profit becomes greater, and at any particular 
'point the amount of profit is proportionate to the 
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superiority of the nbihties of the more copiible c»np!oycr 
over tliosc of the employer at the marginal*. 

Rcnl of Ability — U would bnvc occurred lo tlic 
reader from the above that profit is determined just 
like rent. The differential advantage of the super- 
marginal land over the marginal land determines rent; 
similarly, the superior abilities of a particular entre- 
preneur over his margina) compeer determines profit. 
As such, profit IS often described ns the rent of 
ahihty^ . 

§ it. CALCULATION OF PROFIT 
Profit Per Annum 

Profit is generally calculated as percentage of 
the capital employed during a year. Suppose, during 
the year 193y, a business man \v!io has invested 
Rs. 1,000 as capital, makes a profit of Rs. 120. 

His rate of profi then, is • 

Profit on Turnover 

When the sales of the business come to the 
level of the capital employed m the business, llierc is 
said to be one capital turnover. It simply means 
that the capita! is turned over once. If during a year, 
total sales amount to 4 times the capital employed, 
there have been 4 capital turnovers. 

Sometimes profit is expressed os a percentage of 
the capital turned over dunng the year, then it is 
known ns profit on turnover. In the above example, 
we assumed that 12 per cent profit is made on the 
c.ipilnl of Rs. 1,000. Now, if the capital has been 
turned ovcrfoiir times during the year (in other words, 
if the total sale comes lo Rs, 4,000 during the year) 

i. Ikomti, F'^ninly e/FcononiCf, f,. 331, 

6. In iKU iticary, ike critic may eay it ha* Rot been ezcUimed how 
the rale of norma] profit ir ifrtrrmioeJ. Tkir I auppoao ir nwpSe rrtough. 
Thia drp«ndi iii'on .he demand for and ika auppti of rnterpriie If demand 
eaeerdt topply lk« normal rate of profit will he hijjk and ii'* rer$/t. At 
any particular time, the rate of profit tt the equilibrium point at which the 
demand for and the tupply of coterpriao are equal to one another. 
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the rate of profit on turnover is 3 per cent only. Were 
the capital turnover twice, the rate of profit on turn- 
over would have been 6 per cent. 

^ If a business man keeps profit on turnover to a 
small figure, bis prices will be fairly low; his turnover 
will increase as a consequence and his profit in total 
will be fairly large. If he keeps the profit on turnover 
fairly high, his prices will also be high; his turnover 
will decrease and his profits may become small. Pro- 
fit, thus, depends upon the percentage and the turn- 
over; and usually if one is increased, the other dec- 
reases. This alternative always presents itself to the 
business man who resorts to the course best to bis 
mind. 

§ 5. TENDENCY OF PROFITS TO FALL 

As society progresses, profits tend to fall be- 
cause the rate of increase in the supply of enterprise 
exceeds that in the demand for it. In this respect, 
then, it resembles interest which behaves m the same 
manner due to the operation of the same causes. It is, 
of course, unlike rent which rises with the progress 
of society due to its limited supply. 

As knowledge increases and becomes the poss- 
ession of an ever increasing number of the members 
of a society; as inventions spread and an increasing 
number of employers are enabled to obtain access 
^ to new inventions and new processes; and as the 
number of men of ability of any community becomes 
even more plentiful with the increasing advantages 
for obtaining mental and technical equipment; so do 
the opportunities to make exceptional gain tend to 
become less frequent and profits as a whole tend to 
touch lower levels..i^This tendency is somewhat off- 
set by a greater demand for enterprise in the new 
industries, set up for supplying new wants. But the 
increase in demand does not keep pace with increase 
in supply and the profits tentf to fall. 

§ 6. PROFITS IN INDIA 

The level of profits in our country is low as 
a general rule for a variety of reasons. 
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Profits In Agriculture 

The Qgriculturists of this country have been 
carrying on agriculture at a loss in recent times. The 
rent that they pay is very high. The ma|ority of 
the population has to depend upon agriculture because 
there is no other occupation available to them. Conse* 
qucntly, the demand for land ts so great that land- 
lords can indulge in rack-renting without arousing on 
effective opposition. In the rural tracts, rates of 
interest are also high for reasons wc have already 
discussed. Agriculturists have to pay only rent and 
interest, they themselves supplying labour, organization 
and enterprise, Tbeir outgoings (i c.. rent and interest) 
are definite in amount either because they are fixed 
by long contracts or because they are customary. But 
the prices of agricultural commodities have shown 
llie tendency during the recent past to sink lower 
u’ilh the result that the excess or the incomings over 
the outgoings has greatly decreased, so much so that 
cultivators find it difficult to meet botli ends together. 
This Is with regards to gross profit. If we try to find 
out the net profit and make proper allowance for the 
reward of labour, organization and enterprise supplied 
by the cultivator himself, wc find lliat agncullure is 
being carried on at n loss. The present ^vnr has, 
however, improved their conditions a bit^. 

Profits in Large Scale Industries 

Conditions arc not so bad in the field of large 
scale manufactures. Profits do arise in their case. 
But profitable industries arc very few. Moreover, 
they suffer from low profits due to unfair foreign 
competition, unsympainctic State policy, high taxa- 
tion, etc. Unless a vigorous industrial policy is pur- 
sued by the State and in particular a protectionist 
policy of a deep shade is adopted, much cannot be 
done. 

Profits In Smell Scale Industries 

In the olden days. India possessed very flourish- 

7. S«^ AN AfiitrwkU. Tfc* TTar «.i rojn^ijl v»*, 

/•v’luVii’ I" 111, Sf^ 1939 , init MtiTry an.1 Jf'ar, |li( Lf^Ur. Sep. 13 , 1939. 
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ing handicrafts, reputed throughout the world for their 
unique excellence. But the growth of foreign large 
scale factory industries wrote their death sentence. 
Their condition has been worsening day by day and 
their profits dwindling in sympathy. Recently, the 
Indian National Congress has been making efforts to 
revise them. If successful, they might be put on a 
profitable footing. 

Profits to Traders 

This survey will not he complete without a des- 
cription of the profits made by traders and business 
men. Their conditions are, however, different and 
various among themselves, so that no general state- 
ment can be made. But, on the whole, they have 
been faring well. 
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SCOPE FOR ENTERPRISE IN INDIA 

For ths aatce of prestige end out of fear of whit might happen during 
war time, most governments novr desire whatever the cost and however 
great the natural handicaps to produce within their own territory as 

many as possible of the commodities produced more easily elsewhere The 

progress of technology has made it possible far governments to fulfil such 
wishes, at any rate to a considerable cctent, in practice — A’dout Htuley. 


In India, enterprise has been very scarce in recent 
limes. Our productive resources are extremely rich. 
(A) Natural Resources. Nature has bean bountiful m 
her gifts to this country. In her diverse types of 
climate and variety of soils grow almost all the food 
products and raw materials, sufficient to feed a vast 
population and to support an extensive industrial 
structure. In the bowels of earth lie hidden vast 
quantities of metals and minerals ^vhich are our 
enviable national assets. We have rich forests and 
plentiful fisheries. (B) Lahoar. India is one oFthe most 
tKickiy populated countries m the world and possesses 
immense human labour. Since the standard of 
living is not high.^vages are low. Of course, Indian 
labourers are not skilled since they do not receive any 
generaL or specialised training. But their mental 
equipment is active and they soon understand the 
work which is assigned to them. Consequently, in a 
properly organised economy of the country, labour 
difficulties will not be serious, (C) CapUal. Our capi- 
tal resources are increasing rapidly. We have been 
importing gold from times immemorial, which has 
remained in the country. It is only in recent years 
that we have exported some of our gold. Naturally, 
therefore. a(( this gold must be within the country. 
If our capital resources are not huge, it is due to the^ 
fact that a large part of our gold is kept in the shape 
of hoards and not converted into capital by its applica- 
tion to productive purposes. But under the spell of ' 
attractive rates of interest, systematic and vigorous 
propaganda and spread of education, a large part of 
this gold may one day be turned into capital and 
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there may not be any dearth of it. (D) Of^onizafion. 
In our country few people possess organizing ability. 
We have to import foreign personnel for our mana- 
gerial staff. But Indians are going abroad for receiving 
training and experience in this branch and conditions 
might improve in course of time, (E) Enterprise. 
Though all other factors of production are present in 
our country, still our production is negligible and the 
majority of the population is poor. We are thus 
starving amidst plenty. An important reason of this 
paradox is that there is scarcity of enterprise in this 
country. If people come forward to take the risk 
involved in productive processes, our national dividend 
will go up and the income per head will rise along 
with It. , 

Reasons For Lack of Enterprise 

Lack of enterprise is generally escribed to the 
I ^cowardice of our people which makes them afraid of 
undertaking a business risk. This allegation was very 
true m the past but it has now lost much of its force. 
As a matter of fact, whenever business men are sure of 
a sympathetic state attitude with regard to any new 
**800 profitable business line, plenty of enterprise 
appears in the field.. In recent years as soon as pro- 
tection was granted to the sugar industry in 1932, 
mills after mills were started and within the short 
span of three or four years, the country became 
almost self-sufficient in sugar. If enterprise lacks 
in any field, it is primarily due to the suspicious and 
unsympathetic policy of the Government with regard 
Yo tl^t line. At the present moment industrialisation 
"pf India cannot take place, unless Government comes 
to its aid actively. Most of the countries of the world 
have already been industrialised and at present supply 
their goods to us. As soon as any new industry 
is started in this country, they sell their goods at 
very chsap rates and the new indigenous^indusl^ 
coTlapses, Our industries can Flourish only when the 
Government gives them sufficient protection, i.e., 
imposes adequate import duties on foreign goods so 
as to check foreign competition side by side*. In 

t* A. N. Agirwala, FrtA Ltgtit on ihe Tariff Poffcjf. io Induilrial 
India, Noveinl]«r. 1939. 
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the early stage of economic development the State 
should also give technical and other assistance to 
entrepreneurs. If tlie State does its duty m right earnest 
m various spheres of production, there will be no lack 
of enterprise. 

Scope For Enterprise 

Our country is economically backward. No 
sp here of economic production is satisfactorily or 
sufficiently developed. The scope for enterprise is 
vast in all the fields. A comprehensive survey of 
the scope in India will cover volumes. We can 
do here no more than to make a rapid survey. 
Our discussion falls under the following heads: 
(i) Scope in extractive industries, (ii) Scope in manu- 
facturing Industries, (m) Scope in financial field, 
(iv) Scope in transport, 

§1. SCOPE IN EXTRACTIVE INDUSTRIES 
Agriculture 

India is mainly an agricultural country. The 
percentage of her population depending upon agriculture 
13 excessive: and the income accruing to cultivators 
from agriculture is poor. Hence it is generally taken 
for granted that there is no scope for enterprise in 
agriculture. Our young men m particular believe that 
it is barren of any possibilities. This is an entirely 
wrong notion. Agriculture is at present in the hands 
of uneducated and poor cultivators and is carried on in 
very crude ways. If educated men. with capital reso- 
urces, up-to-date scientific knowledge and managerial 
ability, come in the field, they can make decent profits. 

The field for new enterprise hes in three directions; 
(fl) Our cultivators practise very primitive methods of 
cultivation, partly due to their poverty but more to their 
Jgnoranceand conservatism. Resourceful and ambitious 
men have fair field for the application of up-to-date 
knowledge and capital resources m this sphere, 
(b) Extensive cultivation of land is also possible. New 
Und can be reclaimed by draining marshes and clea- ( 
ring bushes and forests, Proper irrigation is likely to 
make much level land fertile. Entrepreneurs venturing 
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into this branch will find many profitable avenues of 
production, (c) The field fo^ inte nsive cultivation of 
the western variety is also vast. Our cultivation is 
not at present mechanised and does not make use of 
recent advances in agricultural processes brought 
about by scientists. Large scale cultivation, use of thre- 
shers, motor plougKs, elevators, steam or electric 
locomotives etc., are stil] to come. Pioneers in this field 
may get chances of earning magnificient rewards. 
Forestry 

Our forests contain valuable raw materials of 
various types. Their ma|or and minor produces can 
support a number of industries. For instance, hhahar 
and saboi grasses and bamboos can be used for 
producing paper. It can also support the lac and 
rubber industry. Turpentine, rosin and sandal-wood 
are other important products. But due to several 
reasons, already discussed, our forest industry is un- 
developed. There is good scope for enterprise here. 

There are various other extractive industries 
pregnant with great possibilities, e.g., fisheries and 
mining. Talented men will find ample scope for the 
application of their energies in these fields. 

§ 2. SCOPE IN MANUFACTURING INDUSTRIES 

It IS in the manufacturing, industries, however, 
that we find the greatest scope for enterprise. Our 
industries can be divided into three classes ; (!) Indu* 
stries which do not satisfy the national demand fully: 
(2) Industries which satisfy national demand fully 
but have no markets abroad ; and (3) Industries 
which depend mainly on foreign markets. In each of 
these groups there is scope for enterprise. 

A. Industries Which Do Not Meet National Demand 
Fully 

Our industrial development being little, there 
are many industries which satisfy only a fraction of 
our demand, the rest bang satisfied by imported 
goods. All such industries can expand at least to the 
limit of national demand. 
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(d) LeoUrr-ln the agricultural economy of 
India, animals play an important part. Consequently, 
the supply of hides and skms is considerable. In fact 
t ear support an extensive leather industry. The 
present lemher industry is mostly in he hands of 
fror^l ohamars. They export partially tanned or 
untanned hides and skins to foreign countries where 
they are scientifically tanned and sent hack to us. 
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Sometimes we import even leather goods. This drain 
of money can be checked if some enterprisers come 
forward and start leather factories on modern scientific 
lines. 

(c) Paper Industry — We also import consi- 
derable quantities of paper from abroad. Some paper 
factories have been started in India recently and are 
working successfully, and there is a great scope 
for many more. Grasses and bamboos from which 
paper can be made are inexhaustible in supply; the 
demand is great and is increasing with increase in 
literacy. It is, as such, an attractive line for the 
application of enterprise. 

(f) 0/Aers —The above industries by no means 
exhaust the list. There is a large number of similar 
industries which have not yet extended to the limit 
of national self-sufficiency and where the scope for 
enterprise is great. 

B. Industries Meeting National Demand Almost Fully 

But Having No Foreign Markets 

Such industries are only few, the most important 
of them being sugar industry. The sugar industry 
was given protection in 1932 and in 1936, it began to 
satisfy almost the entire home demand. The industry 
was overgrowing the national limit and bidding for 
foreign markets when unfortunately the Government 
of India agreed to the International Sugar Convention 
which forbade exports from India. This Convention 
13 definitely against the interest of India. If this Con- 
vention is relaxed, the sugar industry will be able 
to capture many markets successfully. Moreover, 
it is in the interest of the British Empire that Great 
Britian should purchase sugar from India rather than 
from non-Empire countries: and it is high time when 
India should become the supplier of sugar to Britian. 
The scope for enterprise in this industry still exists 
but it has been artificially blocked at present by ouf 
Government. 

C. Industries Exporting Goods Abroad 

The jute industry is the only industry which is 
dependent mainly on foreign markets. We have the 
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monopoly of jute produclion and. as such, our supre- 
macy in the world in this respect is great. But this 
supremacy is now being challenged. Some countries 
have ceased to purchase manufactured jute goods 
from us ; they purchase instead raw jute and manu- 
facture goods themselves. Others are trying to find a 
substitute for jute. America in particular in trying to 
do away with the use of jute sacks. Scope, therefore, 
exists for intelligent working along similar lines. But 
what is more important is the fact that this industry 
is in the hands of foreign capitalists and entrepreneurs. 
Indian entrepreneurs should try to displace their fore- 
ign competitors. 

§ 3. SCOPE IN FINANCIAL LINES 

Financial businesses also furnish fair scopefor 
enterprise. Of these, insurance and banking are im- 
portant. 

Insurance 

Insurance is becoming widely popular in this 
country and is likely to increase as people come to 
realise the value of insurance. At present out of the 
379 insurance companies working in India, of which 
232 are constituted m this country and the rest, abroad. 
Indian entrepreneurs can displace foreign concerns from 
this field. Again, as the demand for insurance is in- 
creasing rapidly, they can set up new offices to meet 
this demand. Finally, some Indian life offices have 
extended their operations outside India, mostly in 
British East Africa, Ceylon and States Settlement. 
Foreign markets can be exploited still further. 

Bonking 

In hanking ogain the scope for enterprise is great. 
Our foreign exchange business is entirely in the hands 
of foreign banks. There is not a single Indian ex- 
change hank. The Central Bank of India, recently 
started one but the cut-throat competition of the 
foreign banks suffocated it. Apart from foreign ex- 
change business, we do not have industrial banks and I 
land mortgage hanks. Even in commercial hanking i 
there is field for further extension. Our country is very 
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poorly supplied with banks and the scope for enterprise 
m this branch is definitely great. 

§ A. SCOPE IN TRANSPORT 

Railways 

We are not well supplied with facilities for trans- 
port. Even the railways, which are the most important 
means of transport, are inadequate. The interior of 
the country is not connected with any important 
railway station from market unless it be by hulcha 
roads. The scope for enterprise in this line is great. 

Motor Transport 

The urgency of more railways has been reduced 
due to the increase in motor transport. Motor trans- 
port has recently become important. The scope for 
its extension is vast since they can serve as,cheap and 
efficient links between far-flung hamlets and busy 
towns. They can aid the exploitation of natural 
resources and the distribution of goods amongst 
consumers. As such, scope for motor transport is 
great. The manufacture of motor vehicles is equally 
profitable. 

Ocean Transport 

In the oceanic transport Indian enterprise is lack- 
ing to a deplorable degree, mainly due to the apathetic 
attitude of the Government. In 1924, only 13 P. C. 
of the Indian coastal trade and J P. C. of the foreign 
oceanic trade of India was conducted by Indian ships^ 
The share of Indian ships in the coastal trade has now 
increased to 23 per cent; but condition, is not much 
better. Considerable scope for enterprise still exists. 
Government should assist the growth of our shipping 
industry^ Most of the maritime countries of the world 
reserve coastal shipping to national shipSii The 
^Mercantile Marine Committee of 1923 recommended 
'the same for India but this recommendation was not 
accepted by the Government. Given proper help and 
Government support, this industry is bound to develop 
in our country. 



PUBLIC FINANCE 

Fmsriee is not mere eriihmelie finance is a great policy. Wiihoul aounj 
finance, no sound government is possible without sound government , 
no sound finance is possible. 

— TTilMn. 



CHAPTER I 

THE DIVISIONS OF PUBLIC FINANCE 

PuhUc Fiaattce is coocemcJ with the inearne and expenditure 
of public autboritiea, and with the ad|uslment of the one to the 
other— ffojh Dalian, 

Meaning oF Public Finance 

In every developed society, some form of 
Government organisation exists. Government has 
certain functions and duties to perform. These func- 
tions are either necessa ry or option al. The defence 
of the country against foreign aggressor, the mainte- 
ance of peace within the country and the enforcement 
of law for the punishment of evtl-doers are necessary 
Junctions. In the case of ofiiiono) JvnctiMS, Government 
may undertake work for which its position as a cent- 
ral body and a large capitalist specially renders it 
suitable. It may provide a good currency and a 
u niform system of weights and measures, good roads 
and^ rallway^ti nd e fficient post offic es and teregrapK s. 
The more a Government p)ays the role of an educator, 
the more numerous its optional functions tend to 
become. All these functions in volve- expenditure, to 
meet which Government ne^s money. Therefore, 
it has to raise revenue. The science which studies the 
wealth-getting and wealth-spending activities of the 
State is known ns Fubhc hmance T As hVndJav 5h/- 
rra^ puts it, Hublic Finance is the science which is 
concerned with tHe manner in which public authorities 
obtain their income and apelid 

Divisions of Public Finance 

Public Expenditure and Public Revenue are the 
two obvious branches of Public Finance. Sometimes 
the income of the Slate falls short of its revenue, and 
Government has to borrow money. The problem 
of Public Debt is so important that it is studied as a 
separate bran ch of Public Finance. Finally, the fman- 

1. FindUy Shirras, Settee of Pvhttc Financ*, Votuma I. Also see 

Pliou. a %lud-j of Pvblxa Ftfiancs, p. 3, aad Putlis Ftno«#, p. 1. 
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cial administration, involving the framing of budgets, 
auditing and the like, has also got to be studied, and 
Financial Administration emerges as the fourth 
branch of Public Finance. Public Revenu e. Public i 
Expenditu re, Public De bt and Fin^cial Administra - , 
tion are, then, the tour divisions of Public Finance, 

Public Expenditure 

Scant attentioryCvas paid to Public Expenditure 
up.to 19th century. /It was only recently when in- 
crease in population, prices, standard of living and 
frequency and expenses of wars increased public 
expenditure enormously that it began to be studied as 
a separate branch of Public Finance, fit 
^ Public and Prioale Expenditure — The following 
are the points of difference between public and private 
expenditure, which are sometimes compared:— 

(1) A private individual has his income, more 
or less, fixed in any particular time and he has to 
adjust his expenditure to it. The State, on the other 
hand, first finds out the probable expenditure of com- 
ing year and then adjusts its income to it. Secondly, 
a private individual thinks a surplus of income over 
expenditure a mark of wisdom, for that helps him in 
the proverbial “rainy days”. But, in Public Finance, 
a surplus is bad since it shows that people have been 
taxed unnecessarily and also because a surplus makes 
State officials wasteful. The ideal of a finance minister 
is a small deficit which makes State officials careful 
in spending money. Thirdly, Public Expenditure is of , 
a compulsory character. For instance, expenditure 
on defence must be incurred and interest on debt must 
be paid. But in private expenditure the will of the 
individual often determines the amounts and directions 
of its application. 
piJJic PftX'iriiift- 

Writers on Public Finance have divided Public 
Revenue in a variety of ways.*! Without going in 
detail, we point out below the mam sources of revenue 
of the modern State:- 
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(1) pub lic Damain — Government is the direct 
owner of certain land, rorests, and mines: and receives 
a revenue therefrom. 

(2) Fines and Gifl s — Sometimes the State 
charges a penalty from the offenders of the law. 
These fines are not levied primarily with the obiect of 
deriving a revenue. Nevertheless, they are as good 
as any other source of income. Sometimes-sorn e 
rich persons voluntarily give some donations to the 
St a^e for humanitarian on fects. 

(3) Rate or Price — The modem State carries on 
certain enterprises like post otfice. railways etc. The 
price paid by the purchasers of the goods or services 
sold by these enterpnses. is a source of income of the 
State. When you buy a postcard, you pay nine pies as 
its price. A rate or price h as been defined as a pay * 
ment mad e ¥y an individual tor a service or commodi ty 
8^d by the Oovernm enT 

(^) Taxes, Fees and Specie/ The 

above sources of income do not yield sufficient reve- 
nue. The mam sources of income of the State are the 
tjxes, fees and special assessments. 

A tax IS, *‘a co mpulsory contribution to th e 
Government to defray the expenses incurred inTKe 

common interest ot all, without reterence to special 

benefit conferr ed", i^ax differs from price in the se^se 
that, firstly, tax is compulsory while price is voluntary 
and, secondly, the payer of price is directly benefited 
while the tax-payer ro,ny not be benefited directly and 
proportionately. For instance, if a rich man pays 
Rs. 5.000 per month as tax, he might get only a little 
benefit in return m the shape of security of life 
and property; while the rest of the money might 
be spent by the State on the improvement of the 
“slums”; but if he purchases ten envelopes, he receives 
full value for what he pays. As Prof. Taussig puts 
it. “the essence of a tax is the absence of a 
direct quid pro quo between the lax payer and public 
authority.” 

We sometimes pay fee to the State, c. g., court 
fees and stamp fees. Fee has been defined as a pay 
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inent to defray the cost of each recurring service 
undertaken by the State primarily in the public interest 
but conferring a measurably special advantage on the 
fee-payer. 

Sometimes an improvement is affected by the State 
in the public interest but those who benefit by it are 
charged m proportion tolhebcnefitconferred. For insta- 
nce, a road might he improved and the expenses collec- 
ted in the shape of special assessments from those who 
directly benefit by it. It is American in its origin and 
application. It has been defined as a compulsory 
contribution levied in proportion to the special benefit 
derived to defray the cost of public improvement 
to property undertaken in the public interest. 



CHAPTER II 

taxation 


in tlie strenglli of tlieir claims on it ^ ,he aame pressure upon 

should be made to benr as nearlv a p® j (east racrifice is 

all which it must be observed. « the mo 

occasioned on the whole-John 

_ . . .1 ,_j Ug the most important 

Taxation .a Flnanaa. Taxation is 

part of the Science of Public „„<! 

one of the aourcea of income o ,,;,nae 

ia thus merely a fraction of the whole science 


1U3 merely mov.**—* -- 

§ I. CANONS OR PRINCIPLES OF TAXATION 
have b«n ' havrynera^ 

ESS;e£5t£— ‘: 

. v> 

r=iS?i?E'feH;'S« 

rlximL conaistswhatis ealled the equality or 
inequality of taxation . 

This principle, known as the = “J ^Yt''is 

by the State from ts members should he ^ch a 

into practice It taxes are collected Pg'“P“'‘'°g" 
the incomes of the members of the State. Such 
taxation is known as Proportional Taxation. Adam 
Smith finds probably few f°"?«Pts 'o.day. Modem 

economists Renerally more 

sacrifice can he broucht nhout it the rich pay more 


m Smilh. WtoSth of A’oSiOW. boob 11, Cb»pter 11. ► 
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than proportionate to their income and the poor less 
than that proportion. Such taxation is known as 
Progressive Taxation: and is coming widely into 
popularity. 

(2) Principle of Certainty— Tht tax which each 
individual is bound to pay ought to he certain, and 
not arbitrary. The time of payment, the manner of 
payment, the quantity to be paid, ought all to be clear 
and plain to the contributor and to every other person. 
This statement is so clearfy worded as to require no 
explanation. Certainty implies absence of specula- 
tion in the finances of theState and the discouragement 
of arbitrary exactions on the part of tax-gatherers^. 

(3) Principles of Convenience — “Every tax ought 
to be levied at the lime or in the manner, in which 
it IS most likely to be convenient for the contributor 
to pay it, A tax upon the rent of land or houses 
payable at the same time at which such rents are 
usually paid, is levied at a time when it is most likely 
to be convenient for the contributor to pay; or when 
he is most likely to have wherewithal to pay.” The 
greater the convenience to the tax-payer, the less the 
lime and resources involved in the collection and 
payment of taxes. Taxes on commodities, called 
indirect taxes, are very convenient since they are paid 
by the consumer in a manner that is convenient to 
him. He pays them little by little as he has occasion 
to buy goods. 

(4) Principle of Economy — “Every tax ought to 
be so contrived as to take out and to keep out of the 
pockets of the people as little as possible over and 
above what it brings into the public treasury of the 
State.” This principle means that those taxes should 
be given preference whose cost of collection is less 
in proportion to their yield and which cause least 
injury to the economic interest of the tax payers. 
For instance, if the collection of a tax requires the 

2. Adam Smith wrote, "ihe ecrtaiat]’ of what iadiviJual ought to 
pay is, ia tazstioe. a matter of so great importance, that a zerj conslderahle 
degree of inequality, it appears, I beliere, from the experience of all oalioos, 

»s not near so great an eviL as a very small degree of uneertalnly'*. 
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services of an army of the collectors whose activities 
cause the tax-payers to stop business for some time, 
the cost incurred by the State and the injury inflicted 
on the tax-payers will be so great as to constitute 
a flagrant violation of the principle of economy. 

Modern Addiihns io The Above Principles — 
Modern writers have added three more principles 
to the above four Adam Smithian principles of taxa- 
tion. 

(5) Principle of Produc/iVi/y— This principle 
implies that a tax should be productive of handsome 
yield. The imposition of several taxes yielding small 
proceeds causes great vaxalion and inconvenience. 
It is better to impose only one lax which can produce 
large return. 

(6) Principle of JS/asfici/y-~An ideal system of 
taxation should consist of some taxes whose income 
might automatically increase with on increase in wealth 
and population, or can be made to increase to meet 
sudden or exceptional demand for revenue with outj 
necessitating considerable increase in the cost of 
collection. Income tax is an ideal tax from this point 
of view. 

(7) Principle of SimpUcHy — A system of taxation 
should be simple, plain and intelligible to the masses. 

§ 2. DIRECT AND INDIRECT TAXES 

Meaning 

Taxes are either direct or indirect. “A direct 
tax is one which is demanded from the very person 
who, it is intended, or desired, should pay it." Income 
tax is a direct tax; it is collected from persons earning 
incomes beyond a certain minimum, and they cannot 
pass it on to others. Similarly inheritance tax is 
collected from the inheritor at tEe time the property 
is inherited, and he cannot shift it on to anybody 
else. 

Indirect taxes are those which are demanded 
from one person in the expectation and intention 
that he shall indemnify himself at the expense of 
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another”®. For instance, when an importer imports 
sugar or cigarettes he is charged an import duty. It is 
not intended that he himself will bear its burden, but 
that he will recover the amount so paid from con- 
sumers by means of an advance in price, 


Sometimes a direct tax is passed on to other 
persons. For instance, a business man paying income 
tax may enhance the prices of goods sold by him 
with a view to recover the amount paid as tax. But 
this will not make it an indirect tax. It is the inten- 
tion of levying the tax which decides whether it is 
direct or indirect; and in the present case the intention 
was that the tax payer should bear its burden. 


V 


The Advantages of Direct Taxes 

The advantage of direct taxes, like income tax, 
inheritance tax, land tax etc., are the following 


(2) They are economical— A direct tax is paid by 
the ultimate tax-payer to the State; as such the cost 
of collection is small. 


(2) They are cer/ain—The tax-payer knows what 
exactly he has to pay and the State authorities know 
what they have actually to receive. 

(3) They are equilabU—The person on whom 
the burden finally falls can be generally definitely 
ascertained and the rate of payment easily proportion- 1^7 
ed so as to equalise sacrifice. 

(d) They are elaslic — Direct taxes can he easily ) 
increased to meet emergent demand on the State ^ 
purse. Moreover, their proceeds automatically increase 
as wealth and population increase. The various adjust- 
ments and amendments made in the Indian Income 
Tax Act to suit the varying needs of the Govern- 
ment illustrate this point fairly well. 

(5) They arouse civil conciwsness— When a man 
pays direct taxes, he feels that he is contributing 
something towards the maintenance of the State, and 
he naturally tries to understand whether his money is 
being properly utilised or not. 


3. J, 5. Mill, princtpl'i ef FetUieal Beonmy, Bk. V, Ch. 3. § 1. 
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The Disadvanldges of Direct Taxes 

(1) They are sometimes very inconvenient— Po- ins- 
tance, an Income tax-payer has to keep an elaborate 
system of accounts to smt the whims of tax-ga- 
therers and to fill up a detailed statement, both of 
which cause considerable mconvenience. Sometimes 
the time of payment is also unsuitable. 

(2) They ore tried to be evaded — An income-tax 
payer, in order to escape taxation, gives wrong state- 
ments. Such cases arise almost every day. Direct 
ta.xes have, therefore, been called ta.xes on honesty, 

(3) The basis of assessment is arbitrary and, 
therefore, the likelihood of doing in;ustjce to certain 
sections of community, js great. 

The Advantages of Indirect Taxes 

Indirect taxes possess the folloivmg advantages;— 

(1) They are very conPenicnl — They are mixed 
up with the prices of commodities and the purchasers 
do not feel that they ore paying any tax. Moreover, 
the tdx is paid httic by httic as purchases are made. 
Finally, as the consumer is at liberty either to buy or 
not to buy, as he pleases, it must be his own fault if 
he ever suffers any considerable inconveniences from 
such taxes. 

(2) They can he collected from even the poorer 
scefton of community — It is the principle of Statecraft 
that each member of the Stale should pay something, 
howsoever little, towards the maintenance of the 
Stale, it is generally the indirect taxes ivhich make 
it possible. 

(3) Some of them arc efaitic — Taxes levied on 
articles of necessaries are very elastic; since the 
demand for such articles remains almost the same 
inspite of on increase in price due to the imposition of 
on extra tax, the yield increases if the rate of tax is 
pushed up. But if the elasticity of demand for the 
article taxed is great, an increase in tax is accom- 
panied with a fall in the yield. 
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{4) They cannot he easily evaded— ‘Because they 
are included m the price of articles which cannot be 
had unless the price is paid, their evasion is not 
possible. 

(5) Sometimes they are levied on intoxicating 
liquors and drugs and similar articles and do a distinct 
social service by restricting their consumption. 

The Disadvantages of Indirect Taxes 

(1) They are ineqaitahle — The rich or the poor, 
whoever purchases the article, has to pay the same 
price. As such, the poor have to make greater sacrifice 
than the rich. 

(2) They are uneconomical— XJsuaWy some middle- 
men intervene between the ultimate tax-payer and the 
State, and they can easily increase the price of the 
goods taxed beyond what is justified by the rate of 
the tax. 

(5) Since the payer of indirect taxes does not 
feel that he is paying a tax. his civic consciousness is 
not stimulated and he is not led to take a keen interest 
m the matters of the State. 

(4) These taxes are uneer/cm— The actual extent 
of consumption and. therefore, the ultimate yield, 
cannot be definitely anticipated. 

(5) As shown above, some indirect taxes are 
inelastic. 

Direct Taxes Versus Indirect Taxes 

Sometimes the advantages and disadvantages of 
direct and indirect taxes are compared in order to find 
out which is the better of the two. Such attempts are 
not of much practical value. Each of them has! 
advantages and disadvantages and they cannot be 
weighed m the balance to draw definite conclusion in 
favour or against either of them. In any taxation 
system, both hinds of taxes must be present; they are 
like the two legs of a man each of which is necessary 
for walking. In the famous words of Gladstone, they| 
are like two attractive sisters and it is the duty off- 
every finance minister to pay his respects to both of' 
them. 
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The Case 0/ India — The quest becomes a proper 
one If it is posed m a slightly different way. We may 
well ask : Should a particular country impose direct, 
or indirect taxes to increase the State revenue equit- 
ably or to make the taxation system |ust ? The ans- 
wer will naturally depend upon the conditions prevai- 
ling in each country. Let us take the case of India. 
Our lax system is not well-balanced. It relies unduly 
upon indirect taxes, mainly because they are not felt 
by the payers. Indirect taxes, as already said, fall 
more severely on the poor than on the rich. Most of 
our important sources of income are indirect taxes 
like excise duties, customs duties etc. The only 
important direct tax is income tax. Consequently, 
in order to make our system well-balanced and 
ethically just, more direct taxes should be introduced. 
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PUBLIC FINANCE IN INDIA-CENTRAL 
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V/e do not object to ibe fire being kept up, but to tbe absence of any 
vOokiDg pot over It And wben tbe coat of tbe blaze becomes so exorbitant 
as to leave nothing over to fiU the pot with, then, if in answer to tbe tears 
which spring from the gnawing emptiness witniQ, the question is thun- 
dered against us. ' Are we not. ihea, to light up your hearth 1 '• we have to 
falter back, *'Yea, yea no doubt, but not for our cremation, pIease"^i2o5indi'a 
Nal\ ToQcrt (On Defence Expenditure) 

§ 1. INDIAN PUBLIC FINANCE 

Public finance in India is tbe concern of three 
separate authorities, (i) the Government of India, 
whose finance is known as tbe Central or Federal 
Finance: (ii) Provincial Governments, whose fin- 

ance is called Provincial Finance; and (lii) Local 
Bodies like Municipalities and District Boards, 
whose finance hears the designation of Local 
Finance. 

The annual revenue and expenditure of the 
Government of India comes to Rs crores app- 
roximately. The Central Finance is the most important 
in magnitude. The total annual revenue and expendi- 
ture of all the Provincial Governments put together 
come to about Rs. 100 crores. The annual income 
and expenditure of all the district and local boards in 
British India come to about 20 crores of rupees; 
and of all the municipalities together, to about 
Rs. 40 crores, The following diagram illustrates 
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the aggregate and individual magnitude of these 
finances • 



DiSjtrurn thowing ihe Magmlude aixl Divitions of PuLlio Finance 
la Indie. 

Under the new Constitution of 1935, Provincial 
Governments enjoy considerable autonomy in all / 
matters including financial. This was not the case 
about a century back. According to the Charter Act of 
1833, the Imperial system of Government was intro* 
duced in India and thorough centralisation in finance 
was established. From that year forward, all the 
revenues in ail parts of the territory began to be 
collected in the name of Central Government and all 
expenditure, made in the name of the same body. 
With the passage of time the defects of this type of 
extreme centralisation was realised and de-centralisa* 
tion was slowly evolved. The Constitutions of 1919 
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and that of 1935 have been remarkable in this 
respect*. 

g 2. FINANCES OF THE GOVERNMENT OF INDIA 

Heads of Central Revenue 

The following is an account of the chief heads 
of revenue of the Government of India : 

(i) Customs — Taxes on duties levied on the 
goods exported from or imported into, a country are 
known as custom duties. A list of such duties is 
known as tariff. The duties levied on imports are 
known as import duties and those levied on export, 
export duties. 

Custom duties bring to the Government of India 
about 55 crores of rupees. Thus they constitute 
little less than 50% of the entire revenue of the Central 
Government. Their importance in the Central Finance 
can, therefore, be easily appreciated. 

Before the War. our tariff policy was based on 
free trade theory. I'.e., the policy of allowing free imports 
and exports without imposing prohibitive export and 
import duties. The custom duties, such as they were, 
were fairly low and were not intended to check 
foreign trade but simply to collect rei'enue. Such 
duties were called revenue duties. During and after 
the War, the Government were in need of funds and 
these duties were considerably increased. Still later, 
the Government changed their tariff policy from free 
trade to protectionism, i.e,. the policy of protecting 
Indian industries by imposing heavy duties on compe- 
titive imports. Such duties are known as protective 
duties. The adoption of this pehey increased import 
duties on several commodities fairly high and the 
customs revenue increased. 

1. For a thorough atu^y of the ovolutiOD of .leceDtraljaotion in 
fn^ioo Finance, See Cyan Chen3, The tfsaenliolj o/rv3rT0l Finawr, B, P. 
AJarhar. Prtnetples af Fcderai ptnaner. Banerji, Provinenl Financt in InAtt. 
Anthedhar. Frovtnsial Ftname in Dnlith India, K. T. Shah. Federal Ftnanee 
in India, etc. For a rapid aurrej ofita early history, are Anar Narain 
Agarwala, The Fvolulhn of decM'raltMlion in Indian Finanst ja the Indian 
Jatimal of Ecsnomiei. Volume 19, Part III. 
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Custom duties may be ad Valorem or specific. 
Ad valorem duties are charged according to the value 
of the goods and are often expressed as a percentage 
of their price. Specific duties, on the other hand, 
are fixed charges calculated according to the number, 
volume, weight or measure of the commodity. Most 
of the duties m India are od valorem. 

(2) Income Tax —Income tax is the next impor- 
tant source of income, bringing to the Centra! Govern- 
ment about 15 to 20 crores of rupees. Income tax 
is levied on incomes crossing a certain limit. It was 
first introduced in India in I860 under the financial 
stringency caused by the Mutiny. Since then it has 
had a very long and chequered history. At present 
the rates® of income tax are as below.—' 


Annual Income 

Less than Rs. 2.000 

Rs. 2.000 to Rs. 5.000 

5.000 .. 10.000 

10.000 .. 15.000 

15.000 .. 20.000 

20.000 .. 30.000 

30.000 .. 40.000 

40.000 .. 1.00.000 

Above .. 1.00.000 


Rate per rupee 
nil 

6 pies. 

9 .. 

I anna. 

I anna 4 pies. 
1 anna 7 .. 

1 anna 11 ,. 

2 annas I 
2 annas 2 


Besides income tax, super tax is also charged on 
incomes above 30,000 rupees at various rates of 
interest. 

Income tax t$ a direct tax and, as such, it has 
the merits and demerits of such taxes. Generally 
speaking, its advanla^es are that it can be equitably 
levied since its incidence can be definitely known. 
Again, it is elastic, its yield increasing with fittfe mani- 
pulation or with an increase in the w’ealth and popula- 
tion. It Is also certain and economical and arouses 
ci\-jc consciousness. Its demerits are also obvious. It 
is a tax on honesty and attempts are often made to 
c\adc it by keeping false accounts and otherwise. It 


2. Vide ihe Finoaf# Atl of Mirch I93S. 
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IS also inconvenient as the filling up of forms and the 
maintenance of proper accounts involve trouble. It 
is not paid by the poor sects of communities and if 
the rates are increased very much, it discourages 
savings. 

The main points of criticism of the Indian Income 
Tax in its present shape are that it does not take 
into account the size of the family; it unjustly exempts^ 
agricultural income from its scope; and it does not 
discriminate between earned or unearned increment. 

(3) Salt Tax — The salt revenue was inherited by 
the Britishers from their predecessors. It produces 
an annual yield of about 8 crore rupees. Salt tax is 
the most unpopular tax in India. The peopV resent 
It very much, so much so that Mahatma Gandhi 
made the non-payment of salt tax on the manu- 
facture of salt a core of his Civil Disobedience Move- 
ment. It IS criticised on the following grounds: (i) 
Salt is necessary for existence and. in principle, it is 
bad to tax a necessity. This tax has the evil effect 
of decreaing the consumption of salt by pe^I* 
cattle, which tells upon their health, (ii) This tax 
has to be paid by the poorest, whose poverty makes 
it very burdensome. It becomes all the mors harsh 
because they have to pay a number of other taxes 
as well. Like the last straw that breaks the camel s 
back, it is breaking the back of the poor cultivators, 
(in) This tax is inequitable. The poor consume more 
salt than the rich and have to pay a larger amount; 
(iv) Finally, there is the consideration that the tax 
is being levied against the express wish of the people 
and is, therefore, bad. 

Government of India have long adhered to this 
tax on various grounds: (1) This tax is the only 
means of reaching the masses of the country, so 
poor as ours. Sound adimnislralion requires that 
every member of the State should contribute some- 
thing towards its upkeep. (2) It is an indirect tax 
and is, therefore, not felt by' the people. (3) It is an 
old tax and an old tax is no tax, since 'by sheer 
habit people cease to think as a hardship. (4) Final- 
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ly, the hurden per head of this tax is very small. 
Rupees crores are collected from 35 crorcs of people; 
the average coming to nearly 3 annas per head. 
(5) Government cannot afford to lose this sum m 
these days of financial stringency. 

(4) Opium — The production and sale of opium 
has been the monopoly of the Government from very 
olden times. Formerly, opium was exported in large 
quantities to China and was a source of income 
of about 25 crores of rupees per year. But 
now exports to China have been stopped. It has 
dropped down to the insignificant figure of a few crores. 
In ly08 a section of the British public did not think 
it proper for the Indian Government to make profit 
at the expense of the morals of the Chinese people 
and the Government of India in that year undertook 
to reduce gradually the exports of opium to China, 
to become finally extinct m 1917, The export of 
opium, e.xcept for medicinal or experimental purposes, 
has now slopped. But the Chinese are. at present, 
addicted to opium to the same extent as before. 
Thus we have lost about rupees 25 crorcs on mere 
sentimental grounds. 

(5) £.vcisc Dudes on Sugar end A/afe^es — Ex* 
cise duties are imposed on the production of certain 
goods within the country. Dr. Johnson defined 
excise as, “a hateful tax on commodities", a des- 
cription which suits them very well, though not m all 
cases. The Government of Ind-a ha\e imposed 
excise duties on the production of various commodi- 
ties within the country from time to time and have 
been severely criticised for their action. Once they 
levied excise duly on cotton manufactures which 
aroused much opposition and had to be ultimately 
withdrawn. At present, there arc two important 
excise duties on matches and sugar. The public had 
expressed their voice against on excise on sugar. In 
their opinion, the sugar industry has not yet consoli- 
dated its position; and this duly will reduce its com- 
petitive strength against foreign producers. The 
immediate effect of this Ie\’y has been shrinking profits 
and in some cases their conversion in losses, a deve* 
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lopment which has discouraged the industry consider- 
ably. The Government, on the other hand, feel that 
a stage has now come when the Industry can bear 
the burden of the excise duty. Its yield will make up 
the loss in the customs which they suffer because of 
insignificant imports of sugar. Finally, such a duty 
will induce the industrialists to improve their 
methods of production and to consolidate their 
position. The above remarks apply in a broad sense 
to the match industry as well. 

(6) Stale Enterprises — Government also derive 
revenue from their enterprises like rail%vays. irrigation 
and posts and telegraphs. In recent depression, the 
income from these sources was considerably dried 
up and in many cases actual losses have been incurred, 
particularly in railways. Recently, however, the 
condition has somewhat improved. 

§ 3. HEADS OF CENTRAL EXPENDITURE 

The chief items of expenditure of the Govern- 
ment of India are given below in order of their im- 
portance. The relative importance of items slightly 
changes from year to year. 

(i) Military Scri'ices—Military charges consume 
in normal year nearly half of the entire revenues of 
the Government of India. Rs. 50 to 60 crores are 
normally spent on this head. As Sir Walter Layton 
observed, "An outstanding feature (of the public 
finance of India) is the high proportion (62^ X* ) 
which current expenditure on defence bears to the 
total expenditure of the central Government — a higher 
proportion, m fact, than in any other country in 

the world It is more significant even when 

account is taken of provincial and central finances 
together: the ratio (312%) is still a very high one". 
Further, observes Sir Walter, "the total is at present 
so large, both absolutely aad in relation to the 
revenues of India, as to be a dominant factor in 
financial situation"*. 

3. This >« an oU f.jurc 

4. Ses S%”ton Commusion Ht^ort, 
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The enormous defence expenditure is admittedly 
too high for a poor country like India and there is 
scope for its reduction. Much economy can aUo be 
effected in the existing expenditure without impairing 
the efficiency of the national defence of the country 
by such means as reduction m the strength of the 
British element in the army, basing all salaries on the 
Indian standard and reduction in the strength of tho 
standing army. The expenditure on national defence 
has tremendously increased recently due to the out- 
break of the War and the problem now is not of the 
enormity of expenditure but of the best utilization of 
the enormous sum devoted to this purpose. 

(2) Raihvays— About one-quarter of the total 
revenues is spent on railways. It takes the shape 
of interest on the debt incurred for railway purposes, 
subsidies, reserve, etc. 

Expenditure on such items as railways, post 
and telegraphs etc, is soul to have been incurred on 
commercial services. These services are of national 
importance and because private enterprise docs not 
come forward to provide them, the Slate has to under- 
take the work upon its own shoulders. 

(3) Debt Services— Expenditure incurred in 
respect to debt services comes to about iScroresof 
rupees and roughly to 10^^ of the entire expenditure. 
It includes interest paid on ordinary debt and other 
obligations and the amount spent by way of reduciion 
or avoidance of debt. Charges on this account, 
though large, are not, in fact, a matter of concern. 
The reason is that out of Rs. 1,000 crores of total 
debt, approximately Rs. 800 crores is productive 
and yields revenue to the State. Unfortunately, n 
large part of the debt has been raised m Great Bntian 
in the form of Sterling loans and we have to pay a 
big sum to foreigners as interest. This could have 
been avoided had the loans been raised in India rather 
than in Britain, 

{4) Civil >ldfnmis/rfllion — 'The amount spent on 
civil administration exceeds Rs. 10 crores. It includes 
expenditure on (1) Administration and the maintenance 
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of peace and order and General administration just 
as police and jails, alt come under this head. (2) Moral 
and material development of non-commercial nature. 
Education, medicines, public health, agriculture and 
industries, alt come under this category. They are 
technically called “national building departments”. 

The major portion of the money spent on Civil 
Administration goes towarAa general administration 
and very little towards "national building departments”. 
The latter are, unfortunately, being starved of funds. 
The administration of the country is generally good, 
Indian civil servants are, in particular, celebrated for 
their efficiency; they are often called the “steel frame.” 
But they are the most highly paid officials in the 
world and are extremely expensive for a poor country 
like India. They are, tn fact, too much efficient for 
us. 

(5) Direct Demands on Recenues-^They consist 
of the expenditure incurred in the collection of revenue 
like customs, income tax. salt tax. etc. This expen- 
diture is unavoidable but there is ample room for 
economy. 
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Income of Central Govt, in 1936-37 


Heads of re\enue 

Thousands of Rs 

Principal Heads of revenue — 



Customs 


53,67,51 

Taxes on Income 


16,33.61 

Salt 


SSI ..33 

Opium 


47, C6 

Land Re\enue 


17,43 

Excise 


3S,70 

Stamps 


33,00 

roresU 


11,81 

Registration 


1,11 

rajmenta from Indian States 


T3,92 

Scheduled Taxes 


... 


Total ... 

80,05 03 

hallways {net receipts) 


8.>, 68,60 

Irrigation (net receipts) 


—6,05 

Posts and Telegraphs (net receipts) 


98,30 

lnterest(0<bt Services) ••• 


10,29 

Ci\il Administration 


1,03.30 

Currency and Mint 


1,18,71 

CiMl Works 


31,38 

Miscellaneous 


90,67 

Military Keceipis 


5,22,20 

Miscellaneous adjustments between Central and ProMncial 
Governments ^ 

—1.90,75 

Extraordinary Hems— 

Extraordinary Receipts 

Transfers from Revenue I'und 


07 


Total ... 

67 


Total Revenue ... 

1,17,83,89 
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Expenditure of Central Govt, in 1936-37. 


Heads of Expenditure 


Direct demands OH revenoe 

Torest and other ci ital outlay charged to Re^ei 

Railway Re\enue Account — 

(Interest on debt, subsidies, Reserve, etc) 
Irrigation, etc — 

Reseiiue Account 

Capital Accou nt charged to Revenue 
Posts and Telegraphs— 

Revenue Account 

Capital Account charged to Revenue 
Debt Services— 

Interest on Ordinary Debt ... 

Deduct— Amount cliaryea'ile to Rut'wiigs 


Boed Dt\ehpment Aeeauul 


Poilt and tettgrapfiS ... 

Foretlt ... 

Proitnciol Loam Fund ... 

Propsncial Goiem'uenli ... 

Soli Deportment ... 

BjdrO’CloXrie Sel’emei ... 

CiHtr Ooternmenl Cmmereial 
VnJeflakut^t ... 


Remainder chargeable to Ordinary Debt 
Interest on other obligations 
Keducticn or Avoidence ol Debt ... 


Total Debt Services ... 

Civil Adminittcaiion— 

General Administration 

Audit ... 

Administration of Justice ... ... 

Jails, etc ... ... 

Police ... >■. 

Ports and Pilotage, etc, ... ... 

Ligbthoosss and Lightships ... 

Ecclesiastical 

Political 

Frontier Watch and Ward 
Scientific Departments ™ 

Education 

Medical 

Public Health 

Agriculture 

Industries 

Aviation 

Miscellaneous Departments 
Indian Stores Department 

Total ... 

Civil Administration — 

Capital outlay on Industrial Development dnrged to Revenue 
Currency and Mint— 

JImt "1 

Total ... 


Thousands of 


4fi7,l2 

63 

32,C8,67 


9,Ci 

15 

78,82 

3,58 

35, dC 13 
29.C1,83 
7,117 
79,28 
C9 

7,96.74 

7 

4,09 


2,80 


—2,87,04 
12,44 92 
3,00, CO 


12,68,88 


1,80,49 
1,00,14 
600 
22 64 
6S,I2 
26.61 
9.63 

29.78 
1,78.90 
2.19,43 

73.60 

30,32 

2C.3I 

2J,04 

8.17 

21.78 
21,17 


11,13,28" 


18 62 
19,09 
37,71 




APPENDIX B 


Keldi of rexcnne 

Thousands of 
rupees 

Civil Works— 


Civil Works 

.\ni 55 

Bombay Development Scheme 


Interest on capital on Hydro-Electricschemes 


Total ... 


Capital QutJayon civii works dnrgetl to Revciioe 


Miscellaneous— 


Famine Relief ... 

C 

Transfers to Famine Relict Fund 


Pensions, etc.. . . ... i 

1 S.SiTl 

Miscellaneous ... ... i 

1 R.Ou 

Tobl ... 1 

4,13.8J 

Commuted pensions ... ... j 

Tof 

Military Services ... 

to 67.J5 

Kxlraordinaty ... ... 1 

10,23 

Grand Total ... ( 

1.10.U2I51 
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PROVINCIAL FINANCE IN INDIA- 


Under the new Constitution of 1935. provinces 
have been given financial autonomy. Certain sources 
of income have been specifically assigned to them and 
certain heads of expenditure left to their care. In the 
division of the sources of income and the items of 
expenditure between the Government of India and 
Provincial Governments, much favour has been shown 
to the former. The Government of India have been 
given all the elastic sources of income while the items 
of their expenditure are inelastic. The case of Provin- 
cial Governments is just the reverse: their sources of 
income are land revenue, stamps, forests etc., which 
are not likely to increase: but their expenditure on 
objects like nation building departments, irrigation etc., 
IS ever increasing. Requiring the Provincial Govern- 
ments to finance elastic items of expenditure with 
inelastic resources, is one of the most fundamental 
weaknesses of the present Constitution. 


§ I. SOURCES OF PROVINCIAL INCOME 


The chief sources of Provincial Income are the 


following;— 

Heads of revenue 

1. Land Revenue 

2. Excise 

3. Stamps 

4. Forest 

5. Registration 

6. Others 


lacs of rupees 

(1936-37) 

31,71 

14.99 

11.49 

4.25 

1.17 

60 


Irrigation 
Civil Administration 
Others 


Total ... 64.21 
9.95 
6.22 
11,96 


Total revenue 92,34 
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The importance of each head varies from pro- 
vince to province as is» clear from the Appendices to 
this Chapter. We shall deal with the various heads 
of revenue with special reference to the United 
Provinces. 

(1) Land Revenue 

Land revenue had been till very recently the 
mainstay of the Central Finance. It is now the bi- 
ggest source of income of the provinces and is the only 
source of direct taxation for them. It is important 
in the United Provinces. Central Provinces. Punjab etc., 
but not in Bengal ivhere it is fi.xed for ever. In the 
United Provinces, about 45% of the total revenue 
comes in the shape of land revenue. 

Land revenue os a piece of la.xation offends 
against most of the principles of taxation. It is 
definitely inelastic. In I9I3-I4. its total yield m India 
was Rs. 32 crores; m 1934-35 that figure rose to 
Rs. 34 crores; and in 1936-37 it fell to Rs. 32 crores. 
Secondly, it is very inconvenient and rigid. When 
there is a failure of crops, some relief is certainly 
given to cultivators by remitting ossessment. but it 
IS a hard fact that the rigidity with which land revenue 
is collected drives a large number of people to the 
moneylender during bad seasons. Long periods of 
settlement and the meticulous enquiry by a large staff 
at the time of settlement cause much inconvenience. 
Thirdly, it is uneconomic. India possesses the most 
elaborate revenue sur\cy in the world involving enor- 
mous expenditure. Finally, as Dr. Gregery has stated, 
"the land revenue is esscniinlly a tax on things and not 
on persons; and, consequently, it is charged in equal 
amount wlielhcr the payer is rich or poor. As such, 
it requires more sacrifice on the part of the poor than 
on the rich.”' 

(2) Excise — The excise revenue in the provinces 
is derived from the manufacture and sale of intoxicat- 
ing liquors and drugs, hemp and opium, and other 
intoxicants. It is charged m the form of a duly on the 

I. Sf It-iun T<K<t!t9n EitpitTf 2i*parl. VoIucim 

], Cb<p(er 4. 
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manufaclure' of intoxicants and fees for the licenses 
permitting their sale. There is a growing volume of 
opinion in the country that high excise duties should 
be levied so as to do away with the drink habit 
gradually. The Simon Commission observed that 
the doctnne of maximum revenue and minimum con* 
sumption is the theory generally accepted in the Pro- 
vinces but It is not always easy to hit this point with 
precision; and excise revenue is likely to be reduced 
not merely by prohibition and propaganda but by 
smuggling and evasion. In recent years excise revenue 
has rapidly declined, ft decreased still further under 
the regime of the Congress Governments which adop- 
ted the prohibition policy. In the United Provinces 
the income from this head is only 8% of the total 
revenue and is likely to decrease still further. 

(3) Provincial Governments obtain 

income by the sale of stamps as well. These stamps 
ere not the postal stamps but those which are (i) placed 
on commencel documents and (ii) purchased as court 
fees. They yield in the United Provinces about 10% of 
the total income. 

{4) /m‘^a//on--Canals are under the Provincial 
Governments, which charge water rates from the 
cultivators in exchange for water taken by them from 
canals for irrigation purposes. In the United Provinces 
the income from canals comes to about 8% of the 
total revenue, 

(5) Forests — The Provincial Governments gain 
much from the sale of timber and other forest pro- 
duce, grazing fees and license fees for permission to 
cut wood, etc. The revenue from forests is not large at 
present, but can increase considerably if huge initial 
expenditure is incurred, which is not possible in 
immediate future. 

(6) Civil Administration — Income from Civil Ad- 
ministration includes the receipts from the departments 
of justice, police, jail, education, medical, industries 
etc. It is not important in the United Provinces. 

Registration — Fees are charged for the regis- 
tration' of legal documents and for their copies. This 
is another unimportant source of revenue. 
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(S) The Scheduied Taxes — There arc certain 
taxes which the Provinces can levy if they so like. 
They have not been very much utilised so far. Bengal, 
Bombay and Madras have imposed betting and 
amusement taxes, while in the United Provinces, 
the Congress Government imposed an entertainment 
tax which is till inforce. 

The merits and dements of the entertainment 
tax are as follows. Its merits are : (1) It is eqailable. 

It is generally paid by the rich, who have broad 
shoulders to bear its burden. (2) It is easy to be 
collected, c.^., in the form of an extra charge on 
cinema tickets and passes. (3) It is a good tax for 
increasing the revenue of Governments in the days 
of financial hardship. Its dements arc : (a) It is 
not Certain, (b) It is not very elastic, (c) It is not 
convenient, (d) When levied on the poor, it involves 
hardship. 

§ 2. MEADS OF PROVINCIAL EXPENDITURE 

The following ore the important heads of ex- 
penditure of Provincial Governments m India 


Head.s of e.vpcndilorc Iocs of rupees 

(1936-37) 

1. Civil Administration 52.42 

2. Civil Works 8.98 

3. Direct demand on revenue 8,69 

4. Irrigation 7,09 

Total Expenditure 91,55 


The importance of each head of expenditure 
varies from province to province and can be found 
out from the Appendice at the end of the Chapter. 
Here we make a rapid survey of various expenditures 
with special reference to the United Provinces. 

(J) Civil i4dm/f»'s/ration— This is the most 
important item of expenditure m the United Pro- 
vinces and absorbs about 45^ of the total revenue. 
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As in the case of the Government of India, this 
expenditure is divisible into (1) Expenditure on 
General Administration like justice, police and jails 
and (2) that on Nation Building Departments like edu- 
cation and public health etc. General Administration 
is so costly that adequate amount is not found for 
the Nation Building Departments which suffer from 
scarcity of funds. Efforts should be made to make 
as much economy as possible in the expenditure on 
general administration by a policy of vigorous India- 
nisation and reduction in the scale of salaries to the 
Indian standard, and so on. More funds should be 
found for developmental putposes like education, 
sanitation, agriculture and industry. Of all these pro- 
blems, that of education is the most important. 

(2) Direct Demands on Reoenue^^This includes 
expenditure incurred in collecting taxes and obtaining 
other revenues like excise duties, registration fees, 
collection of land revenue, etc. This expenditure 
claims about 10% of the total revenue in the United 
Provinces. Considerable room for economy exists 
and should be practised. 

(3) Irrigation —A major part of expenditure 
under this head goes in paying interest m borrowed 
money with which irrigation works have been cons- 
tructed. A certain amount is also spent for construc- 
tional purposes. 

{4) Public Works — ^This includes the amount 
spent on education and maintenance of public build- 
ings and roads. 

(5) Debt SeroicesSomQ amount is paid to- 
wards the interest for the loans incurred and towards 
the creation of reserve and avoidance of debts. 




Expenditure of the Several Provincial Governments for the Year ended 31 March. 1937 
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CHAPTER V 


LOCAL FINANCE IN INDIA 

A field of the ndmmislrotion of India profoundly 
affected by the Reforms of 1919 'vns that of 
Local Government. The principal Local Bodies arc 
Municipal Boards in the urban areas and District 
Boards in the rural areas. Their sources of income 
and items of expenditure are different from those of 
the Central and Provincial Governments.' 

§ I. MUNICIPAL FINANCE 

There are in India about 781 municipalities 
with over 21 million people resident within their 
limits. 

Sources of Municipal Revenue • 

The income of all the municipal boards pul 
together comes to about 40 crorcs of rupees. Two* 
thirds of this income is derived from rates and taxes 
and the remaining I/3rd. from municipal property, 
contribution out of provincial revenues and miscelln* 
ncous sources. 

(/) Taxes on Trade — Municipal Boards levy 
several taxes on trade, os for example, octroi duty, 
terminal taxes, tolls- etc. Of these octroi duties arc 
the most importont. They ore levied on goods 
brought into the area of a municipal board from out- 
side. They arc very much favoured by the municipali- 
ties because their incidence is easily shifted and it is 
very difficult to determine on which class the burden 
ultimately falls. Moreover, its collection through tlic 
agency of the railways has remo%cd all the administra- 
tive difficulties inherent in a system of octroi. But 
they have aroused much opposition in the public. 
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They offend against all thecanons' of taxation. Theif 
incidence IS uncertain. The collection. and the refund 
system put the taxpayer to a great deal of inconve- 
nience. When imposed on necessaries ' for existence, 
as they generally are, they do not proportion the burden 
to the means of the payer. Finally, the expenses of 
collection and the facilities for fraud and evasion are 
disproportionately large. In view of these 'great short- 
coming of the measure. It IS being gradually .substi- 
tuted by terminal taxes and tolls. The former are 
collected by railway authorities on goods received 
by train and the latter, on goods received by 
roads. 

(2) Taxes on Proper/y— 'Municipal boards levy 
taxes on property as well, e. g.. taxes on houses and 
their sites. The Indian Taxation Enquiry Committee . 
suggest that the town property which benefits largely 
from municipal activities should be subjected to 
increased assessment. In many cases no tax is levied 
on the site. It might be expected to bring appreciable 
income, 

(3) Taxes on Persons— "The examnle of such 
taxes are (e) taxes on circumstances, {&) taxes on 
pilgrims, (c) terminal taxes on passengers and (d) taxes 
on menials and servants. 

(,4) Fees and Licenses — Fees are levied for speci- 
fic services rendered by the municipality, e. g., scaven- 
ging fee. Sometimes they partake the nature of luxury 
taxes and sometimes they are levied for the purposes 
of regulation such as licenses for music, vehicles and 
dogs. License’ fees are also charged for carrying* on 
offensive and dangerous trades. ' . . ^ 

(5) Rales — Rates are the prices charged by the 

municipal board for some services rendered by it, ^ Of 
these, the water rate is the most important. Lighting 
rate is another example. ' * 

(6) Grants From the Government — Besides {he 
-above taxes and rates, the scanty funds of municipaK- 
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ties are swelled by the Government grants which are 
annual as well as occasional. 

Items of Municipal Expenditure 

The functions of municipalities are divided 
under Public Safety, Health, Convenience and Instru- 
ction. The most important item of expenditure is 
the water supply, drainage and conservancy. Public 
instruction comes next m importance and public ivorks 
follow m order. The next item of expenditure is 
general administration and collection of taxes. More- 
over, municipalities have to borrow money every now 
and then from the Government or from the general 
public, to carry out such large projects as water supply, 
drainage works etc., and h.ave to pay interest on loans. 
Expenditure on public safety hkc lighting, police, 
fire, etc., IS nlso important. Money is also spent on 
hospitals, dispensaries arid vaccinations, on markets, 
gardens and sanitation. 

§ 2. FINANCES OF DISTRICT BOARDS 

The duties and functions assigned to municipali- 
ties in urban areas arc ossigned to district and local 
boards in rural areas. In almost every district of 
British India, there is a board subordinate to which 
arc two, or more, sub-dislnct boards, while in Bengal. 
Madras. Behar and Orissa, there arc also union 
committees. 

Sources oF Boards* Revenue 

The most important item of revenue is jirovin- 
cial rales or sur-chnrges on land, which represent n 
proportion of the total income varying from 25% in 
Bombay to 63% in Behar and Orissa. The land 
cesses arc collected along with the land revenue. 
They arc levied at n flat rate and, therefore, inflict 
greater injury on the poor ns compared to the rich. 
But still they arc not opposed very much since the 
proceeds arc applied for the benefit of the properties 
which profit bv the activities of local boards. Civil 
works arc another source of income. 



332 


INTRODUCTION TO ECONOMIC^ 


Items of Board’s Expenditure 

The most important item of expenditure is 
education which has come remarkably to the front 
within the last three years. Civil works like roads 
and bridges are the next important objects of expen- 
diture. Medical relief shares wi^h education, though' 
in a less degree, the lion's shares of the available 
revenue. 
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Revenue and Expenditure of Dislrict and Local 
Boards in British India. 




